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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended to
provide auditors of financial statements of banks, credit unions,
savings institutions, finance companies, and other depository institutions and lenders with an overview of recent economic, industry, technical, regulatory, and professional developments that
may affect the engagements and audits they perform.
This publication is an Other Auditing Publication as defined in
AU section 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor understand and apply Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or
otherwise acted on by a senior technical committee of the AICPA.
Julie Gould, CPA
Technical Manager
Accounting and Auditing Publications

Copyright © 2005 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400.
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Bank, Credit Union, and Other
Depository and Lending Institution
Industry Developments—2005/061
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your audits of
financial institutions and other lenders. The Alert can also be used
by a company’s internal management to address areas of audit
concern. The Alert delivers knowledge to assist you in achieving a
more robust understanding of the business environment in which
your clients operate. The Alert is an important tool in helping you
identify the significant business risks that may result in the material misstatement of financial statements. Moreover, this Alert delivers information about emerging practice issues and about
current accounting, auditing, and regulatory developments.
If you understand what is occurring in the financial institution
industry and you can interpret and add value to that information,
you will be able to offer valuable service and advice to your
clients. This Alert assists you in making considerable strides in
gaining and understanding that industry knowledge.

1. This Alert includes auditing information from both the AICPA and Public Company
Accounting Oversight Board (PCAOB) auditing standards. In referring to AICPA
professional standards, this Alert cites the applicable sections of AICPA Professional
Standards. In referring to PCAOB standards, this Alert cites the applicable sections of
PCAOB Standards and Related Rules. In those cases in which the auditing standards of
the AICPA and those of the PCAOB are the same, this Alert cites the applicable section of the AICPA, Professional Standards publication only. Additionally, when referring to the professional standards, this Alert cites the applicable sections of the
codification and not the numbered statements, as appropriate. For example, SAS No.
54 is referred to as AU section 317 of the AICPA Professional Standards.

1
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Industry and Economic Developments
Slow Economic Expansion—Calm Before the Storm

Economic expansion in 2005 started off slowly in the first quarter,
with the U.S. annualized growth rate holding constant at 3.8 percent from the fourth quarter of 2004. Real gross domestic product
(GDP) only increased 3.3 percent in the second quarter, according to the Bureau of Economic Analysis. (The pace of expansion
slowed in the early spring, but activity picked up by the end of the
second quarter.) Financial institutions contributed to GDP second quarter growth, as its major factors included residential fixed
rate investment, along with personal consumption expenditures,
exports, equipment, software, and government spending.
Before Hurricane Katrina, the yield curve had started to flatten
and inflation came into view, with the rising price of oil, gas, and
commodities being passed on to consumers. In an effort to slow
inflation, the Federal Reserve Board increased rates 25 basis
points seven times in 2005 to raise the federal fund discount rate
to 3.75 percent. Interest rate increases tend to dampen loan demand and refinancing activity and increase a financial institution’s funding costs. The auditor needs to consider the rising rate
impact on a financial institution’s profitability, liquidity, and investment portfolio value. Management needs to have adequate
asset liability management procedures in place to understand and
manage its interest-rate risk and liquidity risk in this rising interest rate environment.
The Federal Deposit Insurance Corporation (FDIC) stated that
“loan demand strengthened, especially for residential mortgages
and commercial and industrial loans. Large institutions’ net interest margins were hurt by higher funding costs. Revenue growth
continued to slow. Growth in insured deposits surpassed growth
in the deposit insurance funds, and the insured deposit growth
caused the Bank Insurance Fund Ratio to drop for the third consecutive quarter. Adversely, short-term interest rates rose during
the second and third quarters, causing large institutions’ costs of
funding their assets to rise more rapidly than the yields they
earned on their interest earning assets. In contrast to large institu2
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tions, funding costs for the rest of the industry did not rise as
rapidly. As a result, net interest margins improved at almost two
out of every three FDIC-insured institutions (63 percent).” Additionally, the FDIC article “A Changing Rate Environment Challenges Bank Interest Rate Risk Management” noted that
“aggregate industry trends—specifically higher levels of exposure
to long-term assets, concentrations in mortgage-related assets, and
a greater reliance on non-core funding sources, including those
exhibiting optionality—suggest heightened vulnerability to rising
interest rates.” Also, it appears that the refinance boom has ended.
Credit unions reported strong midyear growth; however, the National Credit Union Administration (NCUA) identified four economic fundamentals that are important to credit unions at this
time: interest rates, inflation, consumer spending, and employment. Interest rates and inflation are of heightened concern, as
rising interest rates could negatively affect margins, liquidity,
member credit quality, and mortgage demand.
Credit quality remains strong; however, this may be a carryover
effect from the low interest rate environment of the past few
years. Some analysts fear a trend reversal in credit quality as payments will be harder for borrowers to make in a world of higher
rates, and auditors should be aware of potential problems that
could arise down the road. Certain aspects of the market environment, including an overabundance of variable rate receivables,
the relaxation of lending standards, the much talked-about housing bubble, and the influx of new loan products introduced into
the marketplace to gain competitive advantage, may contribute
to future potential credit quality problems in the lending arena.
For specifics, see the section “Home Equity Lending and Mortgage Market Risks” in the “Industry and Economic Developments” section of the Alert.
For credit card receivables, credit losses typically represent a
greater risk than does interest rate risk due to the variable rate and
short-term nature of cards. Recent news reports have cited the increase in delinquencies, particularly in credit card receivables.
With higher funding costs, the marketplace has seen a significant
reduction in zero-percent balance transfer offers and a corre3
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sponding decrease in account balance growth at many issuing institutions. Issuers may have increased their marketing to customers with little or no credit or subprime borrowers as
competition for customers continues to increase.2
Additionally, minimum payments have come under scrutiny.
Current guidance indicates that minimum payments must amortize the current balance over a reasonable period of time consistent with a borrower’s documented creditworthiness. Increasing
minimum payments beyond industry averages may drive away
prime borrowers and increase delinquencies. However, while
there are no bright lines in setting minimum payments, the interagency guidance Account Management and Loss Allowance Guidance for Credit Card Lending notes that credit risk is “exacerbated
when minimum payments consistently fall short of covering all
finance charges and fees assessed during the billing cycle and the
outstanding balance continues to build,” perhaps leading to negative amortization. The regulatory position is that prolonged negative amortization should be avoided.
Finally, potential effects surrounding the new 2005 bankruptcy
law could affect lenders’ credit quality for fiscal year-end 2005,
due to an expected spike in filings prior to the effective date of
October 17, 2005. For specifics, see the section of this Alert titled
“Credit Loss Allowance Update.”
After the Storm
September 2005 news reports estimated private insurer costs related to Hurricane Katrina could cost $60 billion or more.3 (This
has now been magnified by Hurricane Rita.) In contrast, as reported by Insurance Services Office, losses from the major hurricanes in 2004 were approximately only one third of this amount,
at $21 billion. First time jobless claims rose 71,000 to 398,000 in
2. The Office of the Comptroller of the Currency (OCC) has also issued an alert on Unacceptable Credit Card Marketing and Account Management Practices (www.occ.treas.gov).
3. Total damages are expected to exceed $200 billion, with the federal government expected to spend over $100 billion for response and recovery efforts associated with
Hurricane Katrina in Alabama, Florida, Louisiana, Mississippi, and other affected
areas (www.uscongress.com).

4
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the week ended September 10, which is the highest level in two
years. The Labor Department estimated Katrina accounted for
68,000 claims. Manufacturing softened, with energy prices having an effect on the bottom line.
Katrina’s effects will ripple throughout the economy; expected
GDP expansion has been reduced by 0.7 percent and 0.4 percent
for the third and fourth quarters, respectively. Inflation may continue to rise as this hurricane is different from others in that it directly disrupted pipelines, oil refineries, trade, and agriculture.
The cost of borrowing and the return on investment will squeeze
margins in the fourth quarter if Katrina flattens the yield curve
further. The good news is that financial institutions had solid financial footing before the storm, and they should be able to
weather its effects. Institutions will also profit from the rebuilding of the southern infrastructure. The Federal Reserve raised interest rates, despite the hurricane. However, not all economists
viewed the decision as constructive. For specific year-end audit
risks related to the hurricane, see the next section.
Katrina—Underwater Securities and Other Audit Issues

The economic cost of Hurricane Katrina is due to exceed that of
any natural disaster the United States has ever known. Numerous
agencies are coming to the aid of financial institutions, their
clients, and their auditors through the passage of guidance and
the potential easing of regulatory restrictions.4 Among other issuances, the regulatory agencies have posted hotlines, general
questions and answers, and issued a joint release asking insured
depository institutions to consider all reasonable and prudent
steps to assist customers’ and institutions’ cash and financial
needs. Additionally, the Federal Reserve, in conjunction with the
agencies and Financial Crimes Enforcement Network, have issued a question and answer document regarding the applicability
of certain provisions of the Bank Secrecy Act in providing services
to victims of Hurricane Katrina.
4. For specifics, see the section of this Alert titled “Recent Regulatory Actions at a
Glance” and the respective agency’s Web site.

5
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The Securities and Exchange Commission (SEC) issued an order
to provide relief from usual requirements, including various compliance filing deadlines and relief of auditor independence requirements as they relate to auditors performing bookkeeping
services for their clients as long as management decision-making
is excluded. In addition to congressional relief funds, the IRS is
also offering taxpayer and business assistance.
The AICPA has issued the following Technical Practice Aids
(TPAs):
• TPA section 5400.05, “Accounting and Disclosures Guidance for Losses From Natural Disasters—Nongovernmental Entities,” which identifies certain issues that may arise
in accounting for losses from natural disasters and lists relevant accounting literature to consider in addressing those
financial reporting issues
• TPA section 9070.05, “Consideration of Impact of Losses
From Natural Disasters Occurring After Completion of
Audit Field Work and Signing of the Auditor’s Report But
Before Issuance of the Auditor’s Report and Related Financial Statements”
• TPA section 8345.01, “Audit Considerations When Client
Evidence and Corroborating Evidence in Support of the
Financial Statements Has Been Destroyed by Fire, Flood,
or Natural Disaster”
• TPA section 8345.02, “Considerations When Audit Documentation Has Been Destroyed by Fire, Flood, or Natural Disaster”
Year-End 2005 Accounting and Auditing Issues
Financial institutions are required to have contingency plans for
natural disasters. Additionally, financial institutions represent a
business sector that will benefit from a rebuilding boom, since
loans in the commercial and consumer sectors will be needed to
create new business infrastructure and homes. Despite this upside
and the efforts by many organizations to assist institutions, auditors need to be cognizant that this year’s audit may be subject to
6
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increased risk. There are potential impairment5 concerns surrounding real estate securities and receivables, municipal bond
investments, and automobile loans. Other audit risks include,
but are not limited to, going concern potentialities, internal control environmental changes, fraud potentials, loan loss estimates
and the destruction of evidential matter.
Potential Underwater Real Estate Securities, Mortgage Receivables
(and Related Servicing Rights). The auditor needs to examine specific collateral surrounding the client investment portfolio and evaluate potential impairment. In September 2005, the Wall Street Journal
and the Mortgage Banker’s Association reported that only a small
percentage of assets acting as mortgage collateral were destroyed.
However, there are additional variables besides the direct destruction
of mortgage-backed property that may lead to impairment.
• With Katrina, a large portion of infrastructure throughout
three entire states has been damaged or destroyed. (Effects
have spread to western Louisiana and parts of Texas due to
Hurricane Rita.) Therefore, in addition to damaged properties, undamaged property values may decline, as the
quality of living in these states may take a long time to recover. Additionally, the last two years of active hurricane
activity could also enter into residents’ decision making. It
isn’t clear whether residents scattered around the country
will ever return.
• Insurance reimbursement to property owners and business
may be delayed and claims may not be settled until subsequent to year end, making potential impairments (and related loan losses) difficult to estimate. The auditor needs to
evaluate the client’s response and adherence to criteria for
recognition of insurance proceeds.
5. There has been an unprecedented increase in the demand for loans, withdrawals of
deposits, and other needs for cash being experienced by some financial institutions
in the gulf coast. The last two sentences of paragraph 8 of FASB Statement No. 115,
Accounting for Certain Investments in Debt and Equity Securities, addresses other unusual circumstances that cannot be reasonably anticipated where the sale of held-tomaturity securities would not necessarily call into question an entity’s intent to hold
other debt securities to maturity. The FASB staff ’s view is that, for some entities,
Hurricane Katrina would appear to meet that provision.

7
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• Additionally, some property owners may have had only
partial insurance coverage or no insurance at all. The unprecedented 30-foot storm surge affected properties located outside designated flood and/or hurricane zones.
These properties were not required to have the respective
insurance coverage. Even in the anticipated soup bowl of
New Orleans, only half of homeowners owned flood insurance. Additionally, inland property may not have been insured against hurricane damage. If insurance payments to
property owners are less than expected, commercial and
consumer properties may be prone to foreclosures because
of lack of insurance coverage. Auditors can evaluate the
client control system with respect to property insurance
covering loan collateral.
• Veterans Administration (VA) no-bid is an option that allows the VA to pay only the amount of its guarantee (assume $50,000 per loan) on a defaulted mortgage loan,
leaving the investor with the title to the foreclosed property. The VA must exercise this option when it is in the
government’s best interest. No-bid properties become
other real estate owned. Because of the severity of the hurricane damage, it is anticipated that the VA will exercise its
no-bid option and leave investors with severely damaged
real estate owned property.
• Servicers who service loans for the Federal Housing Administration (FHA) are obligated to return foreclosed
property to the FHA in good repair. The FHA has the
right to a return of the principal amount of the loan if the
property is not in good repair, which may be the case with
properties in the flood zone.
• Most loans are sold to the Government Sponsored Entities
(GSEs) (for example, Fannie Mae, Freddie Mac) with certain representations and warranties regarding the income
capacity of the borrower, such as (1) the property is owner
occupied, (2) the borrower had a sufficient down payment,
and (3) the borrower signed all of the proper documents to
obtain a loan. It is anticipated that the GSEs will carefully
8

ARA Banks.qxd

10/24/2005

5:02 PM

Page 9

review all purchased properties in the Katrina hurricane
zone to determine if any of the representations and warranties were violated at the time of loan origination. If the
GSEs find a violation of a representation or warranty, the
GSE will put back the property to the originating bank.
• Impairment, including foreclosures, is more probable with
Katrina than with the 2004 hurricanes and even for 1992’s
Hurricane Andrew, as the unusual widespread destruction has
led to high unemployment. The entire geographic area could
move into a recession. Impairment of intangibles, including core deposits, goodwill, or other assets may also occur.
Automobile Loans. Some of the aforementioned items, such as
consumer unemployment and lack of insurance coverage, have the
potential to impair automobile loan and lease agreements. While
these agreements are more localized than securities and receivables,
the auditor needs to evaluate if the client is affected. The revaluation of lease classification criteria and the evaluation of residual
values on leased assets are two important areas of consideration.
Municipal Bonds. Business Week reports that rating agencies and
bond insurers have identified over $15 billion of outstanding
bonds along the Gulf Coast that could be affected by Katrina’s
damage to local economies and infrastructure. As the money
sources for both general-obligation bonds (bonds backed by local
taxes) and revenue bonds (from individual sites) dry up when communities shut down, the community’s ability to recover and start
making payments may affect bond valuation. (Revenue bonds are
more vulnerable to impairment as their income is less diversified
and dependent upon revenues from a single site.) “Katrina has
caused more damage than any other hurricane, destroying or damaging many of the projects built with municipal bond money as
well as ports and other business that generate money to generate
payments to investors” (www.wsj.com). The auditor may need to
evaluate bond investments related to affected municipalities.
Municipal bond insurance coverage is not as dependent on geographic considerations as real estate securities, mortgages receivables, and automobiles. Therefore, municipal bonds are less
9
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likely to have gaps in insurance coverage. The interruption of investor bond payments will cause insurance companies to be liable for some claims. The recovery status of the Gulf Coast will
determine the severity of Katrina’s effects on bond insurers. If
ratings for these insurers fall, the value of bonds insured by those
companies could decrease, which might cause a devaluation ripple effect throughout the bond industry. The auditor may need
to evaluate the ratings of insurance backers for all client bond investments, even those bond investments that are not linked to
Katrina-affected municipalities.
Impairment may not be clearly visible during the current 2005
audit of the aforementioned areas. Material losses and potential restatements for financial institutions may occur in the future. It is
important to remember that while the federal banking regulators
have indicated a desire to see financial institutions assist disaster
victims, financial institutions still need to provide for adequate loss
reserves related to loans to disaster victims. Auditors need to note
the client’s accounting and disclosure under Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Standards No. 5 Accounting for Contingencies, which requires different
accounting practice in regards to probable, reasonably possible, or
remote contingencies. (TPA section 5400.05, “Accounting and
Disclosures Guidance for Losses From Natural Disasters—Nongovernmental Entities,” lists additional guidance.) The practitioner can also refer to the guidance listed in the section of this
Alert titled “From EITF 03-1-a to FSP 115-1.” Finally, these assets
may be prone to additional impairment from the effects of rising
interest rates and consumer overextension of credit, including
home equity loans. (For additional information see the section
“Home Equity Lending and Mortgage Market Risks.”)
Some Going Concern Sensitivities. Financial institutions are protected from flood and hurricane effects as long as institutions
comply with certain requirements (for example, requiring borrowers to have applicable property holdings insured against respective catastrophes). Auditors may need to evaluate client
compliance with the client’s respective agency on the date of the
hurricane. However, in addition to compliance issues, problems
10
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may arise, since properties outside of catastrophe areas were affected and may not have been insured. Additionally, though the
federal government may assist hard-hit institutions above the regular insured depository limit, the auditor may need to make a
going concern assessment before legal finalization.
Additional areas of the audit may be vulnerable. First, financial
institutions support many areas of the economy, including the
automobile industry, farming, oil and gas, and commercial business. The auditor may need to evaluate (1) what percentage of the
client’s business supports these areas and (2) any additional indirect lending effects from the overall economic impact of Katrina.
Second, lack of product line diversification could cause concern
for institutions heavily oriented toward mortgage lending. Third,
increased in-house costs surrounding loan servicing, insurance
settlements, foreclosures, additional staffing, and loan payments
to investors may increase. Increased servicing costs may significantly reduce the market value of the servicing asset, causing impairment, particularly in the VA and FHA portfolios. Losses for
business interruption and financial institution infrastructure will
probably not be able to be classified as extraordinary. As with customer properties, coverage for the financial institution itself may
not be complete if it resides outside of designated flood and hurricane zones and was not properly insured.
Additionally, lack of geographic diversification magnifies the
aforementioned risks. The auditor may need to evaluate the proportion of branches affected. Branches affected may extend beyond the immediate hurricane zone as outlying branches are
picking up the slack for their counterparts. This analysis needs to
be evaluated on an operational level as well as on a geographical
one. Finally, due to the total destruction of the area’s infrastructure and the migration of residents, some institutions have already
observed a decline of customer base. Reduction of workforce and
customer-related intangibles are additional concerns.
AU section 341, The Auditor’s Consideration of an Entity’s Ability
to Continue as a Going Concern (AICPA, Professional Standards,
vol. 1), requires auditors to evaluate, as part of every audit,
whether there is substantial doubt about the ability of the entity
11
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to continue as a going concern for a reasonable period of time,
not to exceed one year beyond the financial statement date. A significant consideration is whether the enterprise complies with
regulatory capital requirements.
Potential Internal Control Gaps and Fraud. In certain affected
areas, consumers live from paycheck to paycheck on a cash basis.
The detection of customer initiated fraud is outside the scope of
a financial statement audit. To expedite cash withdrawals, the
federal government is covering losses relating to bad checks
cashed by hurricane victims. The Hurricane Katrina Cashing
Relief Act will guarantee checks cashed by banks and credit
unions for the benefit of noncustomers who are victims of Hurricane Katrina. However, the Act does not justify a loose managerial response to needed internal control changes. The auditor
can still observe if management responds appropriately to hurricane-related internal control environmental changes (including
the changes surrounding new and existing customers). Additionally, the Federal Reserve Board (FRB), FDIC, Office of the
Comptroller of the Currency (OCC), and Office of Thrift Supervision (OTS) have issued interagency guidance, Response Programs for Security Breaches, which states that institutions should
implement a response program that includes notifying customers about incidents of unauthorized access to customer information (www.ots.treas.gov).
AU section 319, Consideration of Internal Control in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1; and for
audits conducted in accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules), provides guidance on the
independent accountant’s consideration of an institution’s internal control in an audit of financial statements. AU section 316,
Consideration of Fraud in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and
Related Rules), is the primary source of authoritative guidance
about an auditor’s responsibilities concerning the consideration
of fraud in a financial statement audit.
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Controls surrounding certain areas may have been changed,
modified, or temporarily suspended. Areas that may experience
internal control gaps include:
• Restrictions surrounding ATM cash limits
• Cashing of out-of-state and noncustomer checks
• Funds availability restrictions
• Withdrawal penalties on term deposits
• Credit card lending limits
• Allowing customers to defer, reduce, or skip some payments on credit cards and mortgages
• Requests for replacement credit cards and ATM cards
• Responses to loan solicitations
• Change of address requests
Loan Loss Estimates. Several of the above items may affect loan
losses. Reconciling items, including those with correspondent
banks, may not be collectible. Additionally, in regards to customer repayment, the OCC’s hurricane question and answers
document notes that deferring implementation of agency guidance prohibiting negative amortization is not appropriate:
Deferring implementation of plans to change minimum payment requirements for credit cards would not address the borrowers’ primary concerns. Banks will be far more effective in
their payment relief efforts through direct contact with customers and designing programs that are most suitable for the
customers’ situation. Credit card lenders have the latitude to
work with borrowers in affected areas by establishing programs,
including temporary hardship programs that can ease payment
requirements for customers in need of financial assistance.

Katrina may cause the initiation of new workout and forbearance
programs. The institution needs to evaluate each kind of program
with respect to the adequacy of the allowance, depending on materiality. Whatever forbearance is offered by financial institutions
13
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to victims of hurricanes or other natural disasters, such forbearances may be offered without significant and possibly without
any testing. Whether the forbearances include increased credit
lines, issuance of new cards, reduced or suspended fees, or payment holidays, any such programs will likely have an effect on
chargeoffs that must be considered by the lender. Because there
may not be time for extensive testing before implementing such
programs, the auditor needs to note if the lender carefully monitored and documented any and all increased credit exposure
caused by such programs. It is important to understand that the
credit risks related to such programs may differ substantially from
the credit risks normally experienced by the lender. Despite circumstance, the lender needs to consider borrower repayment capacity when granting overlimits and when increasing credit.
Katrina may cause the initiation of new workout and forbearance
programs and some arrangements and the status of qualifying
special purpose entities containing affected receivables and assetbacked securities may need to be evaluated. Auditors can refer to
FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities; Emerging Issues Task Force (EITF) Issue No. 99-20, Recognition of Interest Income and Impairment on Purchased and Retained Beneficial
Interests in Securitized Financial Assets; FASB Interpretation No.
46, Accounting for Variable Interest Entities, and related literature.
Additionally, the classification, presentation and disclosure of receivables and securities need to be carefully scrutinized since
overdue loans in programs could qualify for troubled debt restructuring status. FASB Statement No. 15, Accounting by Debtors
and Creditors for Troubled Debt Restructurings, as amended, applies to troubled debt restructurings involving debt securities, including instances in which there is a substitution of debtors.
FASB Statement No. 114, as amended, sets forth accounting for
troubled debt restructurings involving a modification of terms of
a receivable. Readers may also refer to EITF Issues No. 01-7,
“Creditor’s Accounting for a Modification or Exchange of Debt
Instruments,” and No. 02-4, “Determining Whether a Debtor’s
Modification or Exchange of Debt Instruments Is Within the
Scope of FASB Statement No. 15,” for additional guidance.
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Lack of Evidential Matter. Clients may have to recreate records.
Many institutions have backup systems in place; however, the
usual evidential matter, especially hard copy records surrounding
loan portfolios and loan loss allowance documentation, may not
be complete. Lack of documentation can be viewed by the Agencies as an indication of a less than well-managed system. Alternative evidence, such as using off-site computer records, may need
to be evaluated. Records are more likely to have been compromised at community banks since only 40 percent of these organizations outsource core processing systems. Paragraph .22 of AU
section 508, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1), states that restrictions on the scope
of the audit if imposed by circumstance, and the inability to obtain sufficient competent evidential matter may require the auditor to qualify or disclaim an opinion
Home Equity Lending and Mortgage Market Risks

Back in 2004, it was noted that the rising use of home equity
credit could make some homeowners more vulnerable to credit
problems. Environmental risk factors have lead to increased concerns regarding home equity lending and related mortgages.
Increased products and competition. Financial institutions have
been attracting customers through new creative products such as
the adjustable rate mortgage (ARM)/hybrid, option ARM, and
interest-only mortgages. On some hybrid mortgages, the first interest rate reset date allows for a full interest rate adjustment, subject only to the maximum lifetime interest rate cap inherent in the
loan. The magnitude of the increase in the mortgage payment due
to higher interest rates is likely to be much higher than those with
an annual rate cap, making these homeowners more vulnerable to
credit problems. Some institutions may not have developed appropriate risk management policies (such as avoidance of negative
amortization) surrounding these new products. Additionally, for
mortgages tied to adjustable rates, the increase in monthly payments caused by index rate increases may have the negative effect
of increasing the credit risk of borrowers with already high levels
of consumer debt. Also note that some of these products assume a
continued rise in home prices that may not continue.
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Easing of underwriting practices. The OCC has noted significant
easing in loan underwriting standards, including home equity
and first mortgage loans. This is the first time in the survey’s 11year history that examiners reported net easing of retail underwriting standards. Underwriting standards need to be carefully
controlled and monitored to avoid credit quality problems. Any
change in underwriting standards needs to be thoroughly evaluated to determine the amount of additional risk caused by the
change. If an institution makes a decision to change underwriting
standards, the effect of any higher risk loans must be considered
in evaluating the allowance for loan losses.
Housing bubble effects. Housing’s benefits to the economy and financial institutions could ease in the months ahead. Housing
prices are rising at a rate many economists believe is unsustainable; some geographic areas could experience a price correction.
Regional banks are dependent on local economies. Therefore, if
geographic housing bubbles burst, foreclosures and impaired assets could result. Financial institutions may have extended credit
to customers based upon inflated collateral values, perhaps subjecting themselves to additional credit risk. Pressure may have
been put on appraisers. Many consumers took out jumbo residential mortgages that may have been collateralized by inflated
property values. Customers holding ARMs and equity loans may
not be able to make payments if interest rates rise significantly.
Upon foreclosure, these financial institutions may not be able to
liquidate underlying assets without absorbing significant losses if
the economy lessens housing demand in the marketplace. Housing inventories are rising in certain geographic markets as units
are staying on the market longer.
Inaccurate credit scoring. The use of credit scores as a loan approval
tool has grown considerably over the past few years. As loan decisions have become more automated, credit scores have become a
predominant factor for loan approval and interest rate determination. Traditional labor-intensive underwriting and evaluation of
customers’ credit capacity are often relied on to a lesser extent.
The auditor and management should thoroughly understand the
impact of increased reliance on, and the limitations of, credit score
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usage in making underwriting decisions. Financial institutions
should evaluate charged-off loans to determine if the inclusion of
more traditional underwriting tools, or other scoring techniques
such as bankruptcy indicator score, would help in underwriting.
It is also important to note that credit scores typically do not consider borrower or household income levels. Such information
must still be obtained from the borrower and verified by the
lender if it is a part of the underwriting decision.
Credit Risk Management Guidance for Home Equity Lending
The regulatory agencies have noted that in some cases credit risk
management practices for home equity lending have not kept
pace with the product’s rapid growth and eased underwriting
standards. In response, in May 2005, the regulatory agencies issued Credit Risk Management Guidance for Home Equity Lending,
which encourages sound risk management practices for home equity lines of credit and loans. Auditors need to be aware of the
following risks:
• Interest-only features that require no amortization of principal for a protracted period;
• Limited or no documentation of a borrower’s assets, employment and income;
• Higher loan-to-value and debt-to-income ratios;
• Lower credit risk scores for underwriting home equity loans;
• Greater use of automated valuation models and other collateral evaluation tools for the development of appraisals
and evaluations; and
• An increased number of transactions generated through a
loan broker or other third party.
The agencies have also issued guidance describing sound underwriting standards and effective credit risk management practices for
a financial institution’s home equity lending activity. Additionally,
in June 2005, the OTS issued examination guidance for negatively
amortizing mortgages, which describes NegAm products, features,
risks, and risk management, as well as compliance requirements.
17
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This guidance is located in Appendix C of Handbook Section 212
(www.ots.treas.gov). Additionally, the FASB has issued proposed
FASB Staff Position (FSP) No. 94-6-a, Non-traditional Loan Products,
to provide disclosure guidance for entities that originate, hold,
guarantee, or service nontraditional loan products.
GSE Preferred Stock

For companies holding preferred stock investments, auditors
need to evaluate if their clients have valued stock appropriately
and recorded necessary impairment charges, if applicable, relating to preferred stock holdings of Government Sponsored Entities (GSEs). In some instances certain categories of stock have
fallen below the purchase price. The reasons for this are threefold
(and may not be mutually exclusive).
First, the accounting and regulatory issues at the GSEs in recent
months may have changed marketplace perception of government-backed security stability. News reports discussing issues with
mortgage banking activities, transfers and servicing of financial assets, derivatives, overvaluation of securities, underreporting of
credit losses, misuse of tax credits, and deferral of current income
have caused further investor uncertainty leading investors to question reported financial results and future prospects. (Certain of
these issues may be individual to a specific GSE and are not necessarily applicable to all GSEs.) Some investors wonder whether or
not the GSEs will be able to make payments on preferred stock.
The anticipation of future regulatory changes that could set minimum and risk-based capital requirements that could potentially
put GSEs into receivership status makes the future of GSE securities more uncertain.
Second, companies are reevaluating their portfolios in response to
the changing impairment rules over the past year (see the section
titled “From EITF 03-1-a to FSP 115-1”) in the “Accounting
Pronouncement Potpourri” section of this Alert). Inherent audit
risk surrounding these securities has increased as clients may have
changed valuation practices due to confusion with developing accounting practice.
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Finally, interest rates have been on the rise. Although preferred
stock is technically categorized as an equity security, investors recognize that this type of security performs like a debt security. A
preferred stock instrument walks and talks like a bond; it is priced
like a bond and is analyzed like a bond for investment functions.
An increase in interest rates might cause devaluation, irrespective
of actual or perceived regulatory risk and FASB rule developments.
FHLB Investments

By regulation adopted a year ago, the Federal Housing Finance
Board (FHFB) required, as a milestone toward full registration,
that each Federal Home Loan Bank file an initial registration
statement with the SEC by June 30, 2005. As of August 2005,
nine banks have filed their initial registration statements with the
SEC. The remaining continue to resolve outstanding issues with
the SEC and their external auditors as a precondition to their initial SEC filings. Those issues relate to accounting treatments used
in connection with certain of the banks’ debt and hedging activities (www.fhfb.gov). The FHFB has implemented safety and
soundness agreements with some of the banks, and some institutions have not issued usual quarterly dividends. Auditors need to
be cognizant of potential security impairment related to FHLB
investments for fiscal 2005 year ends.
What’s “In” With Internal Control?6

Enterprise Risk Management
Internal control rules and related guidance are constantly being
developed for management and their auditors. In 1992, COSO
issued Internal Control—Integrated Framework to help companies
assess and improve their internal control systems. Financial institutions have used COSO as the framework for implementing the
Federal Deposit Insurance Corporation Improvement Act of
1991. More recently, passage of the Sarbanes-Oxley Act of 2002
6. For AICPA developments, see the section of this Alert titled “Auditing Pipeline—
Nonpublic.”
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and the subsequent establishment of the Public Company Accounting Oversight Board (PCAOB) have extended the life and
relevance of the COSO Internal Control—Integrated Framework,
as the framework broadly serves as the accepted method for management for maintaining systems of internal control.
In September 2004, COSO issued Enterprise Risk Management—
Integrated Framework. This new framework expands on internal
control, providing a more comprehensive focus on the broader
subject of enterprise risk management. While it does not replace
the internal control framework (though it does encompass it), organizations can use this enterprise risk management framework
both to satisfy their internal control needs and to move toward a
more complete risk management process. Among other aspects,
the auditor needs to be familiar with the framework paradigm,
which consists of four objectives—strategic, operations, reporting, and compliance—superimposed over eight components—
internal environment, objective setting, event identification, risk
assessment, risk response, control activities, information and
communication, and monitoring.7
COSO and Smaller Companies
A Wall Street Journal review of about 50 of the public filings
shows that “the reported material weaknesses range from issues
that are easily correctable to large problems that may require restating past financial results. Many of the problems have been reported by small to midsized companies. Among problems
turning up are a lack of specialized accounting expertise, unfettered employee access to some financial systems, problems identifying when certain assets need to be written off and difficulty in
tracking and reporting costs.” At the SEC’s request, COSO has
undertaken a project to provide guidance on applying the COSO
7. Paragraph 25 of AU section 319, Consideration of Internal Control in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1; and for audits conducted in
accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules),
requires that, in all audits, the independent accountant obtain an understanding of
each of the five components of internal control (the control environment, risk assessment, control activities, information and communication, and monitoring) sufficient to plan the audit.
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framework in the context of the small business environment. As
stated in the COSO framework, no two entities will, or should,
design their internal controls in the same way. The needs of entities differ dramatically. COSO believes that the guidance developed for smaller entities should:
• Focus only on internal control over financial reporting (the
guidance would not address internal control related to operations and compliance objectives).
• Focus on techniques for applying internal control concepts, rather than for evaluating internal control.
• Not cover documentation requirements set forth by the
SEC or the PCAOB.
An exposure draft is expected to be issued for comment in
the fourth quarter of 2005. Practitioners should remain alert to
developments.
The SEC and PCAOB
On May 17, 2005, the SEC issued a Staff Statement Management’s
Report on Internal Control Over Financial Reporting, which covered
feedback on staff ’s views on certain issues raised in the implementation of Sarbanes-Oxley Act of 2002 (SOX) section 404. Areas included, but were not limited to, implementation of internal
control provisions, reasonable assurance, risk, scope, internal control deficiencies, disclosures of material weaknesses, and information technology internal controls. Additionally, at its August 10,
2005, meeting, the SEC’s Advisory Committee on Smaller Public
Companies adopted a resolution recommending that the SEC further extend for certain registrants the dates to comply with the filing requirements under section 404 and certain other rules under
the Exchange Act of 1934. Subsequently, the SEC finalized the extension date for a non-accelerated filer to comply with the management report on internal control over the financial reporting
requirement in Items 308(a) and (b) of Regulations S-K and S-B
and the related registered public accounting firm report. The date
has been extended from its first fiscal year ending on or after July
15, 2006, to its first fiscal year ending on or after July 15, 2007.
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Additionally, the SEC voted to propose for public comment
amendments to periodic report filing deadlines which would,
among other matters, create a new category of companies called
“large accelerated filers,” adjust the definition of “accelerated filers,” cause accelerated filers to become subject to certain deadlines,
and amend the definition of accelerated filers (www.sec.gov).
To assist auditors with implementation of Internal Audits Over
Financial Reporting, on May 16, 2005, the PCAOB issued questions and answers numbered 38 through 55 relating to the issuance of PCAOB No. 2 (applicable question 37 was issued on
January 15, 2005). The PCAOB submitted to the SEC for approval PCAOB Auditing Standard No. 4, Reporting on Whether a
Previously Reported Material Weakness Continues to Exist, so auditors can report on the elimination of a material weakness in a
company’s internal control over financial reporting. The standard
establishes a voluntary engagement that would be performed at
the election of the company. For further information on public
company rules and regulations, see the AICPA Risk Alert SEC
and PCAOB Developments—2005/06.
Some Regulator Information
The FDIC issued a proposed amendment to Part 363, Annual Independent Audits and Reporting Requirements, which would raise
the asset size threshold from $500 million to $1 billion for requirements related to internal control assessments and reports by
managements and external auditors. For additional specifics see
the section “FDICIA Update—Proposed Amendment to Part
363” in the “Prior-Year Regulatory Updates” section of this Alert.
Additionally, the OCC issued a memorandum titled SarbanesOxley Act Section 404 Attestations, which provides additional
guidance to examiners reviewing banks’ compliance with section
404. Some best practices listed include:
• Using standardized format throughout the institution for
the process and control of documentation
• Using both quantitative and qualitative factors when deciding what controls to document.
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• Having strong quality assurance throughout the process
• Having good management information systems
• Appropriately overlapping the section 404 attestation
process with the existing assessment process for 12 CFR 363
• Having proactive oversight by a committee consisting of
both management and board representation
• Establishing a centralized monitoring system for any control gaps that are identified (similar to an audit exception
tracking system) and requiring that all remediation be
completed by year end
The memorandum also discusses section 404 implementation issues accumulated from a large bank horizontal review. Some highlights include, but are not limited to, the underestimation of the
time needed for section 404 implementation, shortages with information technology expertise, a negative impact on current level of
internal audit coverage, a timing difference between certain testing
occurring subsequent to year end and the need to have remediation efforts completed by year end, and increased external auditor
effect, due to their compliance with the PCAOB. For the full
memorandum, go to the OCC’s Web site, at www.occ.treas.gov.
Information Technology—Second Year Response to SOX 404
The OCC memorandum notes that some financial institutions
are experiencing shortages in information technology (IT) expertise needed for improved internal controls. During the first year
institutions underestimated the time needed for response. The realization of the importance of IT often came later in the first year.
This resulted in companies being reactive to the IT requirements
while working under a pressurized time period. IT work may
have been poorly planned and possibly not executed due to time
constraints. Even when companies did plan for the IT requirements, the magnitude of the requirements may have been greater
than both companies and auditors anticipated. In the end, the
many companies received material weaknesses for their unsatisfactory work.
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Certain aspects of IT, such as information technology general controls (ITGC) and increased internal control “automation,” continue
to produce significant second year implementation challenges.
General Controls. Two large challenges to overcome in year two
are refining the population of the systems subject to the ITGC requirements and the convergence of accountants and IT specialists.
Note that questions 45 and 52 of the PCAOB’s staff questions
and answers pertain specifically to IT benchmarking, and IT approach if a company implements a significant change to IT that
affects the company’s preparation of financial statements.
Large companies have numerous systems that process transactions and store financial data. Determining which systems materially affect internal control over financial reporting may be
challenging. One could argue that all systems eventually affect
internal control over financial reporting. However, subjecting all
systems equally to requirements is not an appropriate use of resources if all systems do not equally apply. Therefore, it is advantageous to establish a defined set of scoping criteria. Only the
systems that meet designated criteria should be subject to the
ITGC requirements.
Another ITGC challenge is knowledge sharing between accountants and IT specialists. The accountant’s focus is internal control over financial reporting and the financial statement audit,
while the IT specialist’s focus is to maintain a company’s information technology knowledge. The key to ITGC success is to
bridge the knowledge and language gap between the accountants
and IT specialists.
Automation. Another year two SOX 404-response challenge for
companies is moving toward “automating” the internal control
process. Many companies performed new work related to increased controls in a manual environment during year one. Although the manual environment worked in year one and could
continue to work in subsequent years, it is an inefficient and
time-intensive process. Automating processes is beneficial in the
long run, but it has its challenges.
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Additional Identified Material Weaknesses
In a review of 37 banking organizations, the FRB noted that
nearly half of the first year SOX 404 material weaknesses included items from the following areas.
Credit and Loan Underwriting Processes and the Estimation of
the Allowance for Loan and Lease Losses. An example of this type
of weakness included ineffective segregation of duties and supervision in the loan underwriting and approval process. For further
audit risk information, see the sections:
• “Katrina—Underwater Securities and Other Audit Risks”
in the “Industry and Economic Developments” section
• “Home Equity Lending and Mortgage Market Risks” in
the “Industry and Economic Developments” section
• “Credit Loss Allowance Update” in the “Accounting Pronouncement Potpourri” section
Valuation and Modeling. Examples of issues surrounding valuation or modeling include ineffective internal controls surrounding accounting for securitizations or derivatives. For further audit
risk information see the following Alert sections:
• “Knowing and Understanding Your Rights and Financial Asset
Transfers” in the “Accounting Pronouncement Potpourri” section
• “In Depth—Derivative Loan Commitments” section
Financial Close and Reporting. In this area, concerns included
apparent difficulty with timely review of significant nonroutine
transactions and related accounting entries, and a reliance on the
auditor to perform the initial draft of the financial statements.
The Wall Street Journal reported that an additional area of identified internal control weakness is leasing, which is discussed in the
next section.
Lease Developments

The corporate governance newsletter Compliance Week reported
that “22.5 percent of internal control weaknesses reported in
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April of 2005 related to leases. Many of the companies making
lease-related disclosures claimed they were being made in the
wake of a February letter written by the SEC’s chief accountant to
the AICPA.” (See http://www.sec.gov/info/accountants/staffletters/cpcaf020705.htm.)
This letter communicated the SEC staff ’s views on the amortization of leasehold improvements, rent holidays, landlord/tenant
incentives, Management’s Discussion and Analysis (MD&A),
and disclosures. The letter notes that those registrants who have
deviated from lease accounting standards and related interpretations set forth by the FASB should, in consultation with their auditors, assess the impact of resulting errors on their financial
statements to determine whether restatement is required.
The AICPA is developing a TPA intended to target private companies that may not have focused on the SEC letter. Its intent is
to further clarify the accounting that is already required under
GAAP. Areas covered include lease term, rent expense and revenue, leasehold improvements, and landlord incentives. Additionally, on June 29, 2005, the FASB ratified EITF Issue No.
05-6, Determining the Amortization Period for Leasehold Improvements. As neither FASB Statement No. 13, Accounting for Leases,
nor FASB Interpretation No. 21, Accounting for Leases in a Business Combination, addressed leasehold improvements under an ongoing operating lease or in a business combination, this EITF
Issue addresses the determination of the amortization period for
leasehold improvements in operating leases that are either (1)
purchased subsequent to the inception of the lease or (2) acquired
in a business combination. The EITF is effective for periods beginning after June 30, 2005. The FASB has also issued FASB
Staff Position (FSP) 13-1, “Accounting for Rental Costs Incurred
during a Construction Period.” This FSP addresses whether a
lessee may capitalize rental costs incurred during a construction
period and, if so, the types of rental costs that can be capitalized.
The guidance shall be applied to the first reporting period beginning after December 15, 2005. For additional transition and implementation information, go to www.fasb.org.
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Accounting Pronouncement Potpourri
SOP 03-3 Implementation

In December 2003, AcSEC issued Statement of Position (SOP) 033, Accounting for Certain Loans or Debt Securities Acquired in a Transfer, effective for loans acquired in fiscal years beginning after
December 15, 2004.8 The scope of the SOP applies to problem loans
that have been acquired, either individually in a portfolio, or in an
acquisition. These loans must have evidence of credit deterioration
and the purchaser must not expect to collect contractual cash flows.
Since the issuance of this guidance, and during the first year of
its implementation, a number of practice and operational issues
have arisen. In the fourth quarter of 2005, AcSEC will be issuing clarifying guidance in the form of a TPA question and answer document, designed to address practice and operational
issues. It is important that management and the auditors for
companies subject to SOP 03-3 review this upcoming TPA to
evaluate compliance with the SOP in their quarterly and annual
financial statements.
For loans within the scope of SOP 03-3, financial institutions
will have to record the purchased loans at the acquisition cost,
and loan loss reserves are not to be carried over on these loans.
SOP 03-3 will change the way financial institutions record and
disclose one of the most important line items on the balance
sheet. Auditors will need to determine the appropriateness of the
entity’s disclosures. Also note that purchased loans must be evaluated to see if they meet the definition of a derivative.
The TPA seeks to address questions on scope (including nonaccrual loans), loss accrual and valuation allowance, income
recognition, restructured or refinanced loans, variable rate
8. For loans acquired in fiscal years beginning on or before December 15, 2004, and
within the scope of PB No. 6, paragraphs 7 and 8 of the Statement of Position, as
they apply to decreases in cash flows expected to be collected, should be applied
prospectively for fiscal years beginning after December 15, 2004.
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loans, and aggregation. Following are potential questions that
the final TPA may discuss. This list of questions may help the
auditor focus on implementation areas surrounding the application of SOP 03-3. The final TPA is due out in the fourth
quarter of 2005.
• Does the scope of the SOP include debt securities?
• Some types of instruments are measured like debt securities. In considering expected cash flows for instruments
measured like debt securities, when does the investor follow the guidance of paragraph 7 of the SOP (loans accounted for as debt securities) or paragraph 8 of the SOP
(loans not accounted for as debt securities)?
• Footnote 3 of the SOP states that “investors should
consider the significance of delays and shortfalls for a
loan so the SOP is not applied when such delays and
shortfalls are insignificant with regard to the contractually required payments.” How might that assessment
be determined?
• How can an investor identify loans that have evidence of
deterioration of credit quality and for which it is probable
that the investor will be unable to collect all contractually
required payments receivable?
• For consumers, must the SOP be applied to nonaccrual
(e.g., 90 days past due) consumer loans that are reported as
nonperforming loans when such loans may be charged off
completely in relatively short order (e.g., after 120 days)?
• The scope of the SOP excludes loans that are retained interests and loans measured at fair value. How does the
SOP scope relate to the scope of EITF Issue No. 99-20,
“Recognition of Interest Income and Impairment on Purchased and Retained Beneficial Interests in Securitized Financial Assets”?
• Can some or all of an allowance for loan losses be carried
over in a business combination?
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• What is the accounting for a purchased loan that was classified by the previous owner as nonaccrual and for which
cash flows cannot be reasonably estimated under the SOP?
• A loan is classified as nonaccrual by a seller because the
loan is not meeting its contractual terms. That loan is sold
to an investor who determines that the loan meets the requirements of the SOP. If the investor can reasonably estimate cash flows and expects to recognize an accretable
yield, can the investor classify the loan as an accruing loan?
Assuming the investor followed the cost recovery method
on a loan, and assuming the loan was brought current for a
period of time, could the investor return the loan to accrual status and account for the loan as a new loan?
• How often should an investor reassess the cash flows expected to be collected?
• If a loan is removed from a pool, how is the specific carrying amount of a loan determined?
Other Considerations
A client’s information technology systems may not have been updated to properly implement the new requirements of SOP 03-3.
During the planning stages of the audit, the practitioner needs to
consider potential system problems during client inquiry. Problems in this area could lead to a significant deficiency or material
weakness in a client’s internal controls.
Additionally, on March 11, 2005, the agencies jointly published
a notice requesting comment on proposed revisions to the Call
Report in response to SOP 03-3, which were finalized (for most
loans) for the June 30, 2005 report date. The agencies added
three items to the Call Report relating to loans within the scope
of SOP 03-3. The agencies also revised the Call Report instructions to explain how the delinquency status of loans within the
scope of SOP 03-3 should be determined for purposes of disclosing past due loans in the Call Report. For further information
see www.fdic.gov.
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From Stock-Based Compensation to Share-Based Payment

On December 16, 2004, the FASB issued Statement No. 123(R),
Share-Based Payment.9 The statement revises existing requirements under the original FASB Statement No. 123, Accounting
for Stock-Based Compensation, and supersedes APB Opinion No. 25,
Accounting for Stock Issued to Employees, and its related implementation guidance.10 For effective dates and deferral information,
see www.fasb.org and www.sec.gov.
Scope
The statement establishes standards for the accounting for transactions in which an entity exchanges its equity instruments for
goods or services. The statement focuses primarily on accounting
for transactions in which an entity obtains employee services in
share-based payment transactions. Additionally, the statement

9. The FASB has proposed FASB Staff Position (FSP) No. 123(R)-1, Classification and
Measurement of Freestanding Financial Instruments Originally Issued as Employee Compensation. The proposed FSP defers the requirements of FASB Statement No.
123(R) for freestanding financial instruments subject to 123(R) and supersedes FSP
EITF 00-19-1, Application of EITF Issue No. 00-19 to Freestanding Financial Instruments Originally Issued as Employee Compensation, and amends paragraph 11(b) of
FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, and Statement No. 133 Implementation Issue No. C3, Scope Exceptions: Exception Related to Share-Based Payment Arrangements. Under the proposed FSP, a
freestanding financial instrument originally issued as employee compensation for
substantive employee service will be subject to the recognition and measurement
provisions of 123(R) for the entire life of the instrument, unless its terms are modified after the time that the rights conveyed by the instrument are no longer dependent on the holder being an employee. The FASB has also proposed FSP No.
123(R)-b, Practical Exception to the Application of Grant Date as Defined in FASB
Statement No. 123(R), to give guidance on the application of grant date of an award
subject to FASB Statement No. 123(R). Additionally, the FASB has proposed FSP
123(R)-c, Transition Election Related to Accounting for the Tax Effects of Share-Based
Payment Awards, to provide an alternative transition method for use in calculating
the payment awards and calculating the pool of excess tax benefits available to absorb
tax deficiencies recognized subsequent to adoption (www.fasb.org).
10. This includes AICPA Accounting Interpretation No. 1 of Accounting Principles
Board (APB) Opinion No. 25; FIN No. 28, Accounting for Stock Appreciation Rights
and Other Variable Stock Option or Award Plans; FIN No. 38, Determining the Measurement Date for Stock Option, Purchase, and Award Plans Involving Junior Stock;
and FIN No. 44, Accounting for Certain Transactions Involving Compensation. See
the standard for additional literature affected.

30

ARA Banks.qxd

10/24/2005

5:02 PM

Page 31

does not change the accounting guidance for share-based payment
transactions with parties other than employees provided in Statement No. 123, as originally issued, and EITF Issue No. 96-18,
“Accounting for Equity Instruments That Are Issued to Other
Than Employees for Acquiring, or in Conjunction with Selling,
Goods or Services.” This statement does not address the accounting or employee share ownership plans, which are subject to
AICPA SOP 93-6, Employers’ Accounting for Employee Stock Ownership Plans. However, this Statement eliminates the alternative to
use Opinion 25’s intrinsic value method of accounting that was
provided in FASB Statement No. 123 as originally issued. Under
Opinion No. 25, issuing stock options to employees generally resulted in recognition of no compensation cost. This Statement requires entities to recognize the cost of employee services received
in exchange for awards of equity instruments based on the grantdate fair value of those awards (with limited exceptions).
FASB Provides a Practical Exception to Grant Date Requirements of FASB Statement No. 123(R). FASB Statement No.
123(R) provides that share-based payments exchanged for employee services and classified as equity awards generally are measured at their fair value on the grant date. One of the
requirements to achieve a grant date is that the employer and the
employee receiving the award (that is, the grantee), have a mutual
understanding of the key terms and conditions of an award.
Based on discussions with the FASB staff, it has been concluded
that the significant terms of an award (including the number of
awards to be granted to the individual employee) must be communicated to the grantee to achieve a grant date and, therefore, a
measurement date under FASB Statement No. 123(R). For additional information, go to www.fasb.org.
Some Auditing Considerations
Financial institutions of all sizes have issued stock options. Small
institutions have issued options to obtain skilled employees from
larger institutions. Large institutions offer stock options across the
board to numerous employees, including management. Under old
accounting rules, dilution was offset by the nonrecognition of
compensation expense related to the granting of options. Subse31
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quent to the adoption of FASB Statement No. 123(R), an option
issuance would both reduce net income and increase dilution, decreasing earnings per share (EPS). Management will now be concerned with this delicate balance. Ironically, the shift toward the
new standard could cause an increase in EPS, as the company
compensates by issuing fewer options, decreasing outstanding
shares. The auditor will need to adapt audit procedures surrounding stock options; for many companies, stock options will now be
a material portion of the financial statements instead of a disclosure-only item. Additionally, inherent risk will increase surrounding any new calculation methodologies. For assistance with
application, the auditor can refer to FASB literature as well as to
Staff Accounting Bulletin (SAB) No. 107, Topic 14, Share-Based
Payment.11 The aforementioned literature is also discussed in the
AICPA Webcast, FASB Stock Options: An Advanced Analysis of
Statement No. 123(R), which is available at www.cpa2biz.com.
The auditor may notice a shift toward the issuing of restricted
stock. Financial institutions will be looking for additional methods to change their compensation structures since there will now
be fewer options issued to management. The auditor can evaluate
any changes surrounding salaries and other compensation incentives surrounding top management and evaluate compliance with
appropriate rules and regulations.
From EITF 03-1-a to FSP 115-1

In 2004, to answer questions on evaluating other-than-temporary impairment, the FASB issued EITF Issue No. 03-1, “The
Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments.” The project included two stages.
The first, a disclosure stage, included additional numerical and
narrative disclosures for debt and marketable equity securities

11. Among other matters, SAB No. 107 notes that reasonable assumptions do not
imply a single conclusion or methodology, and it is rare for only one acceptable
choice to exist while estimating fair value. Additionally, estimates of fair value are
not intended to predict actual future events, and subsequent events are not necessarily indicative of the reasonableness of original estimates (www.sec.gov).
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that have unrealized losses. The second stage included specific
measurement and impairment accounting guidance.
Disclosures
In summary, for investments accounted for under paragraph
5(b), for investments with unrealized losses that have not been
recognized as other than temporary, one needs to disclose in tabular form, aggregated unrealized losses by category of investment
and the related fair value of those investments. Additionally, these
disclosures need to be segregated by current and noncurrent status. Finally, additional, narrative information should be provided,
sufficient to allow financial statement users to understand the
quantitative disclosures and the information that the investor
considered (both positive and negative) in reaching the conclusion that the impairments are not other than temporary. There
are also additional disclosures for cost method investments, if applicable. For specific instructions, see the EITF.
Impairment Evaluation
The second stage included accounting guidance, which was set to
be effective for reporting periods beginning after June 15, 2004.
However, when entities started to put the impairment requirements of the EITF into practice, a number of issues became
problematic. For example, clients and their auditors have noted
that it is difficult to determine if impairment occurs on an aggregate or individual basis. In response to concerns, the FASB issued
two FSPs. FSP EITF Issue No. 03-1-1, “Effective Date of Paragraphs 10-20 of EITF Issue No. 03-1, ‘The Meaning of OtherThan-Temporary Impairment and Its Application to Certain
Investments,’” delayed the recognition and measurement guidance contained in paragraphs 10 through 20. FSP EITF Issue
No. 03-1-a, “Implementation Guidance for the Application of
Paragraph 16 of EITF Issue No. 03-1, ‘The Meaning of OtherThan-Temporary Impairment and its Application to Certain Investments,’” evaluated interest rate impaired debt securities
analyzed under paragraph 16 of Issue No. 03-1.
On June 29, 2005, it was decided not to provide additional guidance on the meaning of other-than-temporary impairment and
33
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FASB directed the staff to finalize proposed FSP No. EITF 03-1a, renamed FSP No. 115-1, Accounting for Certain Investments in
Debt and Equity Securities. This FSP is planned to be issued in the
fourth quarter of 2005 and will be effective for other-than-temporary impairment analyses conducted in periods beginning after
September 15, 2005. The FSP will replace the guidance in paragraphs 10-18 of EITF Issue No. 03-1 and refer to existing otherthan-temporary impairment guidance—for example, FASB
Statement No. 115, Accounting for Certain Investments in Debt
and Equity Securities; APB Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock; and SEC Staff Accounting Bulletin No. 59, Accounting for Noncurrent Marketable
Equity Securities. Accordingly, the FASB’s discussions on this
topic may affect year-end 2005 guidance in the following ways:
• Measurement. If a decline is deemed to be other than temporarily impaired, the investment should be written down
to fair value at the balance sheet date (paragraph 19 of
EITF Issue No. 03-1)
• Postimpairment income recognition. If impairment is recognized, the client must recognize income based on expected,
not contractual, cash flows (paragraph 22 of EITF Issue
No. 03-1)
• Timing. The FSP will incorporate certain guidance set
forth in Topic D-44, “Recognition of Other-Than-Temporary Impairment upon the Planned Sale of a Security
Whose Cost Exceeds Fair Value,” which will clarify the
timing of impairment recognition.
Additionally, at the September 7 and 14, 2005, FASB meetings,
the staff recommended that the FASB provide transition guidance in this FSP specifically for the accounting for debt securities
subsequent to an other-than-temporary impairment.
Year-End Accounting and Auditing Issues
Paragraph 16 of FASB Statement No. 115 states that individual
securities classified as either available-for-sale or held-to-maturity
must be assessed to determine whether a decline in fair value
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below the amortized cost basis is other than temporary. If such a
decline is judged to be other than temporary, the cost basis of the
individual security is written down to fair value as the new cost
basis, with the amount of the write-down included in earnings
(that is, accounted for as a realized loss). The new cost basis
should not be changed for subsequent recoveries in fair value.
The auditor needs to evaluate if their clients are following existing literature. FASB Statement No. 115 should continue to be
followed along with the new disclosure guidance found in EITF
Issue No. 03-1, previously discussed. The FASB Special Report, A
Guide to Implementation of Statement 115 on Accounting for Certain Investments in Debt and Equity Securities: Questions and Answers, is also relevant. For public companies, SEC SAB No. 59,
Accounting for Noncurrent Marketable Equity Securities (Topic
5M), is in effect.
Additional auditing considerations for fiscal year-end 2005
should include evaluation of management’s current and former
practices regarding FASB No. 115 securities, accounting practice
consistency among periods, and rationale for any practice changes
in the areas surrounding FSP 115-1. Unsubstantiated changes in
management practice need to be carefully questioned for appropriateness under the aforementioned GAAP requirements.
EITF Issue No. 04-5—Who Has Control?

In June 2005, the FASB ratified the consensus in EITF Issue No.
04-5, “Determining Whether a General Partner, or the General
Partners as a Group, Controls a Limited Partnership or Similar
Entity When the Limited Partners Have Certain Rights,” which
provides guidance in determining whether a general partner controls a limited partnership. EITF 04-5 also affects investor’s accounting when the investor has a majority of the voting interest
but the minority shareholder has certain approval or veto rights.
To promote consistency in applying this guidance to corporate
entities and those entities that hold real estate:
• The EITF amended Issue No. 96-16, “Investor’s Accounting for an Investee When the Investor Has a Majority of the
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Voting Interest but the Minority Interest Shareholder or
Shareholders Have Certain Approval or Veto Rights,” and
• The FASB staff issued FSP No. SOP 78-9-1, which
amends AICPA Statement of Position 78-9, Accounting for
Investments in Real Estate Ventures, to reflect the consensus
reached in Issue 04-5.
Issue No. 04-5 states that the general partner in a limited partnership is presumed to control that limited partnership. That presumption may be overcome if the limited partners have either (1)
the substantive ability—either by a single limited partner or
through a simple majority vote—to dissolve (liquidate) the limited partnership or otherwise remove the general partner without
cause or (2) substantive participating rights. Substantive participating rights—which are based on the concept discussed in Issue
No. 96-16—provide the limited partners with the ability to effectively participate in significant decisions that would be expected
to be made in the ordinary course of the limited partnership’s
business and thereby preclude the general partner from exercising
unilateral control over the partnership.
The effective date for applying the guidance in Issue No. 04-5
and FSP SOP 78-9-1 is (1) June 29, 2005, for all new limited
partnerships and existing limited partnerships for which the partnership agreements are modified and (2) no later than the beginning of the first reporting period in fiscal years beginning after
December 15, 2005, for all other limited partnerships. The effect
of initially applying this guidance may be accounted for similarly
to a change in accounting principle or by restating the financial
statements of prior periods. The amendments to Issue No. 96-16
are to be applied prospectively to new investment agreements and
to investment agreements that are modified after June 29, 2005.
Knowing and Understanding Your Rights and
Financial Asset Transfers

As interest rates are still relatively low, financial institutions are
still experiencing significant mortgage loan underwriting and, in
many cases, are selling mortgage loans in the secondary market
36

ARA Banks.qxd

10/24/2005

5:02 PM

Page 37

with servicing retained. Retaining the servicing enables institutions to service clients without the risk of retaining low interest,
fixed rate, long-term loans on their books.
What Exactly Are Your Rights?
The sale of mortgage loans with servicing retained results in a financial institution creating an asset referred to as mortgage servicing rights (MSR). The asset represents the present value of the
excess of income that will be earned on the servicing of the loans
over their estimated life, less the costs of servicing. The accounting theory for this area of practice is contained in FASB Statement No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities.12
Year End 2005 Accounting—The Right to Remain With
FASB Statement No. 140.
In the third quarter of 2005, the FASB issued a new exposure
draft, Accounting for Servicing of Financial Assets—an amendment
of FASB Statement No. 140. However, if adopted prior to year
end, the effective date will still occur subsequent to December
31, 2005. The planned effective date is the earlier of fiscal years
beginning after December 15, 2005, or fiscal years that begin
during the calendar quarter in which the final statement is issued.
The FASB is timing the effective date to be in line with the other
two “sister 140” exposure drafts. As most financial institutions
are calendar-year entities, the earliest effective quarter would be
the first quarter of 2006.
Although the initial request for the project focused on accounting
for MSRs under FASB Statement No. 140, this Statement will
apply to all servicing rights that are recognized separately from
the serviced assets, consistent with the scope of FASB Statement
12. The AICPA Audit Guide Depository and Lending Institutions: Banks and Savings Institutions, Credit Unions, Finance Companies and Mortgage Companies incorporates SOP
01-6, Accounting by Certain Entities (Including Entities With Trade Receivables) That
Lend to or Finance the Activities of Others, and provides additional guidance related to
loan servicing. Additionally, the jointly issued Interagency Advisory on Mortgage Banking highlights concerns and provides guidance regarding mortgage-banking activities,
primarily in the valuation and hedging of mortgage-servicing assets.
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No. 140. The following are key items proposed (final guidance
may differ from the proposal).
• Servicing rights capitalized should be initially measured at
fair value rather than based on an allocation of the previous
carrying amount. This would do away with valuation difficulties surrounding the initial fair value allocation of MSRs.
• Entities would be permitted to choose either fair value or
the lower of cost or market treatment for subsequent valuations.13 Subsequent changes in the fair value of the rights
would be recognized in earnings. By reporting MSRs at
fair value, mortgage bankers would be provided relief from
the substantial recordkeeping requirements needed to obtain hedge accounting treatment.
• Entities may be allowed an irrevocable one-time election
that can be made any time subsequent to the adoption of
the guidance to subsequently measure each class of servicing rights at fair value.
Exposure Draft Auditing Considerations for Year-End 2005. Once
adopted, this potential new guidance could simplify the accounting for MSRs. However, since no early application is allowed
prior to the effective date (first fiscal year beginning after December 15, 2005) the auditor needs to be cognizant of potential issues. First, has the client prematurely altered its accounting for
servicing rights prior to year end (more specifically, initiated fair
value of accounting)? Second, have changes in managerial accounting practice occurred in anticipation of the new standard
that would increase control and inherent risks? Has management
prematurely altered its hedge accounting in anticipation of the
amendment? Entities are currently concerned with how adopting
the new valuation practices will affect the bottom line as the new
mark-to-market accounting for MSRs will create additional
volatility to the income statement if the MSR asset is not properly economically hedged. Is management considering the pur-

13. Additional disclosures for all separately recognized servicing rights under lower of
cost or market treatment would be required.
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chase of “trading” securities to economically hedge the change in
value of the MSR? (Because the MSRs react to interest rate
changes in a manner that is inverse to that of a security, a trading
security is an excellent hedge for an MSR asset.) Does a cushion
exist between the fair value of the MSR asset and its carrying cost,
in which case the servicer would be less likely to adopt the fair
value option for MSRs? Is management selling off MSRs? Has
management reviewed historical results to determine the amount
of volatility this type of reporting might create? Has management
changed impairment assessment methodologies? Finally, has
management altered stratification policies?
Additional Year-End Pitfalls Associated With Current
FASB No. 140 Accounting
Due to Hurricane Katrina, mortgage servicers will be facing increased costs, affecting the valuation and allocation of MSRs as
well as increased administration due to insurance collections, future problem loans and the possibility of foreclosures. Independent of hurricane effects, there are also long-time difficulties
related to the hedging of MSRs since the fair value of MSRs does
not change in a linear fashion due to the nature of prepayment estimates. This causes MSRs to lose value at a faster rate when interest rates decline than the rate at which MSRs gain value when
interest rates increase. Additionally, in accordance with FASB
Statement No. 140, it is difficult to initially determine the carrying value of an MSR asset. The complexity of these and other issues lead to a number of pitfalls the auditor needs to consider.
Pitfall 1—Failure to Properly Perform the Relative Fair Value Allocation. Servicing assets retained in a sale should be initially
measured by allocating the previous carrying amount between
the loans sold and the MSRs retained, based on their relative fair
values at the date of sale. Often an institution will misinterpret or
shortcut this step. The typical shortcut involves recording the
MSRs at fair value without performing an allocation. Failure to
perform the relative fair value allocation may result in the overvaluation of the MSRs.
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Pitfall 2—Estimating the Fair Value of Mortgage Servicing
Rights Using Unsupported Shortcut Methods. To properly record
MSRs, an institution needs to be able to obtain a fair market
value of the rights. In lieu of obtaining a fair market value from a
broker, an institution sometimes uses a shortcut method, such as
application of a set percentage (say 1%) to the principal balance
of the loans sold. Although the shortcut method may yield materially comparable results, the institution should maintain independent verifiable support to document the validity of the
internal shortcut method being utilized.
Pitfall 3—Ensuring the Impairment Valuation Is Properly Performed. FASB Statement No. 140 requires an entity to periodically evaluate and measure the servicing asset for impairment.
Impairment occurs as loan prepayment speeds increase. Faster
loan payoffs result in a shorter loan life and therefore less net servicing income. The lower forecasted servicing income results in a
smaller value for the MSRs. MSRs should be evaluated for impairment at the strata level. Although FASB Statement No. 140
allows for flexibility when establishing stratum (pools), MSRs are
often stratified by underlying loan type, term, and note rate.
The institution should ensure the broker (if utilized) provides the
market value data by the strata that have been established by the
financial institution. This will allow the financial institution to
easily compare book value to market value at each strata level. At
the strata level, if the market value is higher than book value, no
impairment is recorded, and the institution cannot write up the
book value to market. If the stratum has a market value lower
than book, impairment should be recorded for the strata. FASB
Statement No. 140 prohibits the netting of impairment in one
strata against another strata with a cushion.
As an example, the value of the MSRs for 30-year fixed rate loans
should be calculated separately from the value of the MSRs of 15year adjustable rate loans. If the MSRs for the 30-year loans have
been impaired, but the 15-year adjustable loans have an increased
fair value, FASB Statement No. 140 prohibits the netting of the
two strata and the institution needs to recognize the impairment
on the 30-year loan pool.
40
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Pitfall 4—Caution in Use of Independent Broker Valuation. If an
independent broker valuation is utilized for initial capitalization
and impairment valuations, the financial institution should keep
the following points in mind:
• Will the broker provide the market values in the format
needed for use by the institution? Often the broker may stratify the market values using their own stratification versus
the pre-established stratum set by the entity. This is not
useful to the institution and another valuation would have
to be performed which could cost the institution.
• Is the broker truly independent? If the broker is consistently
utilized for other services and the valuation is provided free
of charge, independence may be questionable. In this instance, the broker would potentially have incentive to favorably value the servicing rights in order to maintain the
broker/client relationship.
• What assumptions did the broker use? In most cases the assumptions used by the broker will be market-based; however,
the institution should gain comfort with the key assumptions
utilized and their source. Key assumptions include prepayment speeds, discount rate, and servicing cost. The institution may want to consider obtaining a SAS 70 report.
• Consistent use of fair value ranges. When the broker valuation is obtained, often times the broker will not provide a
set value, but will provide a range of values with a midpoint. Typically midpoint is used in that circumstance.
The institution should not use the midpoint value one
cycle, and either the low or high value in the next cycle.
Consistency in use is key.
You Have the Right to an Attorney—Financial Asset Transfers
It is important for the auditor to be cognizant that some clients
may be selling loans in single-step transactions with continued
involvement while at the same time derecognizing the related assets and liabilities. Paragraph 9 of FASB Statement No. 140 provides specific conditions under which control is considered to be
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surrendered. One such condition is that the transferred assets
have been isolated from the transferor and put beyond the reach
of creditors, even in bankruptcy or receivership. Since this condition is a legal isolation, the use of a legal interpretation as evidential matter to support management’s assertion that a transfer has
met the isolation criterion is important. In that case, the auditor
can refer to auditing Interpretation No. 1, “The Use of Legal Interpretations as Evidential Matter to Support Management’s Assertion That a Transfer of Financial Assets Has Met the Isolation
Criterion in Paragraph 9(a) of Financial Accounting Standards
Board Statement No. 140,” of AU section 336, Using the Work of
a Specialist (AICPA, Professional Standards, vol. 1).14
Legal and Accounting guidance may be especially necessary in
the coming year as the new FASB exposure draft, Accounting for
Transfers of Financial Assets—an amendment of FASB Statement
No. 140 was issued in the third quarter of 2005 and is due to become effective in 2006. Opinions surrounding the transaction
variables, such as those that define sale activity, will become more
important. Additionally, among other areas, paragraph 9 of FASB
Statement No. 140 is due to be amended. Among other matters,
the FASB first considered that loan participations and other interests would require the use of a qualified special purpose entity
(QSPE) to achieve sales treatment. One difficulty was the common law rights of debtors and creditors to set off (that is, net) re-

14. In a minority of situations, legal interpretation may not be needed. Paragraph 5 of
Interpretation No. 1, “The Use of Legal Interpretations As Evidential Matter to
Support Management’s Assertion That a Transfer of Financial Assets Has Met the
Isolation Criterion in Paragraph 9(a) of Financial Accounting Standards Board
Statement No. 140,” of AU section 336, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1), states that “use of a legal specialist may not be necessary
to obtain competent evidential matter to support management’s assertion that the
isolation criterion is met in certain situations, such as when there is a routine transfer of financial assets that does not result in any continuing involvement by the
transferor.” The Interpretation’s related footnote 4 in paragraph 5 references Emerging Issue Task Force (EITF) Topic No. D-99, Questions and Answers Related to Servicing Activities in a Qualifying Special-Purpose Entity under FASB Statement No.
140, for guidance on the meaning of “no continuing involvement.” However, it is
important to note that many isolation transfers do not meet this “no further involvement of any kind” criterion. The auditor should discuss with clients the importance of obtaining a legal opinion to support isolation criterion.
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ceivables and payables with each other. The FASB noted that this
tying of responsibility might violate FASB Statement No. 140
sale criteria. However, to require QSPE use would have been
costly and would have increased risk for financial institutions because asset risk may not be spread among as many institutions.
Regulators did not believe that the existence of set-off rights
should preclude a loan participation from being accounted for as
a sale. Lawyers argued that a loan participation is a true sale. In
response to these and other issues, the FASB exposure draft states
that to bypass QSPE requirements but still accept the transfer as
a sale, the transfer must be a ”participating interest.” The net effect is that it will be harder to obtain sales treatment for partial
sales. The term participating interest is a defined term and certain
criteria must be met that include but are not limited to the following: (1) each investor has equal rights to the cash flows from
the loan, (2) no interest is subordinate to any other interest; (3)
no recourse must exist,15 (4) the loan is not “reconfigured,”16 and
(5) one investor is not given priority over another. If these and
other conditions are not met, sale accounting can be achieved
only by transferring an entire financial asset or group of financial
assets to a QSPE or other entity that is not consolidated with the
transferor and the entire transferred financial asset(s) must meet
the conditions of paragraph 9 of Statement 140 as amended. Additionally, there are two more criteria added to paragraph 9. See
the exposure draft for additional information.

15. Note that for an (FDIC) insured institution, if a loan participation is transferred
with recourse, the participation generally will not be considered isolated from the
transferor in the event of an FDIC receivership. The FDIC’s regulations limit the
FDIC’s ability to reclaim loan participations transferred “without recourse” but
does not limit the FDIC’s ability to reclaim loan participations transferred with recourse. Under these regulations, a participation is considered to be “with recourse”
if it is subject to an agreement that requires the institution transferring the participation to repurchase the participation or to otherwise compensate the participating
institution due to a default on the underlying loan (i.e., violation of representations
and warranties). As a result, a loan participation transferred “with recourse” by an
FDIC-insured institution generally should be accounted for as a secured borrowing
and not as a sale, unless a qualifying special-purpose entity (QSPE) is established.
16. Note that servicing arrangements would not trigger reconfiguration.
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Some Exposure Draft Auditing Considerations for Year-End
2005. Audit risk increases as institutions may be merely restructuring transactions to comply with the aforementioned anticipated requirements. For example, one new requirement is that
the isolation analyses consider any arrangement or agreement
made in connection with a transfer even if it was not entered into
at the time of the transfer. Material assets groups may be sold and
then repurchased in a different form, to either avoid consolidation or to qualify under new rules by producing required new
documentation. Asset classifications and the parties involved
need to be closely analyzed. Another issue is that related parties
may hold small interests in the “sold” assets. Potential related
party relationships need to be carefully examined. Ironically, similar problematic effects may occur in 2005 that are analogous to
when entities purposely structured assets into QSPEs in order to
avoid consolidation under the initial Financial Interpretation No.
46, Consolidation of Variable Interest Entities. Additionally, apart
from evaluating the accounting treatment for loans sold and accounting for retained servicing areas (such as for revenue recognition for sales and servicing fees), the auditor may also want to
evaluate the internal control of the servicing operations. The financial institution will have numerous financial and compliance
obligations and responsibilities, such as collecting and remitting
loan payments, proper reconciliation of escrow remittance accounts, ensuring compliance with federal and state regulations
covering escrow accounts and other servicing requirements and
compliance with the seller servicing agreement with a third party
such as Fannie Mae and Freddie Mac. Finally, servicers will need
to comply with SEC Regulation AB and its additional servicing
and disclosure requirements.
Credit Loss Allowance Update

The allowance for loan and lease loss estimate continues to receive a high degree of attention from regulators, the SEC, and
AcSEC. The SEC and federal banking agencies issued separate,
but almost identical, policy statements in July 2001 on allowance
documentation and methodology. The NCUA issued a similar
policy in June 2002. The guidance states that financial institu44
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tions must maintain a systematic and consistent process for estimating the allowance and the process must be supported by written documentation. AcSEC’s 2003 proposed SOP, Allowance for
Credit Losses, attempted to answer GAAP recognition, measurement, and disclosure requirements. A revised proposed SOP that
focuses only on disclosures is in process. Practitioners can view
the most recent version at www.aicpa.org (AcSEC meetings).
On March 1, 2004, the federal financial regulatory agencies released guidance on the allowance for loan and lease losses
(ALLL). This guidance, Update on Accounting for Loan and Lease
Losses, addressed recent developments in the accounting for
ALLL; provided a listing of current, authoritative sources of
GAAP in this area; and reminded financial institutions of their
responsibilities with respect to the ALLL.
Financial institutions are reminded of their responsibility for
ensuring that controls are in place to consistently determine
the ALLL in accordance with GAAP, the institution’s stated
policies and procedures, and relevant supervisory guidance. Financial institutions should develop, maintain, and document a
comprehensive, and consistently applied process to determine
the amounts of the ALLL and provisions for loan and lease
losses. Consistent with long-standing supervisory guidance, financial institutions must maintain an ALLL at a level that is
appropriate to absorb estimated credit losses inherent in the
loan and lease portfolio. Arriving at such an allowance involves
a high degree of management judgment and results in a range
of estimated losses. Accordingly, prudent, conservative, but
not excessive, loan loss allowances that represent management’s
best estimate from within an acceptable range of estimated
losses are appropriate.

Note that the regulators are currently revising interagency guidance on accounting for loan and lease losses.
Other Accounting Matters
Under existing authoritative literature, reserves that are not supported by appropriate analysis are not permitted. Specifically, the
FASB guidance in EITF Topic D-80, “Application of FASB Statements No. 5 and No. 114 to a Loan Portfolio,” states:
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Losses should not be recognized before it is probable that they
have been incurred, even though it may be probable based on
past experience that losses will be incurred in the future. It is
inappropriate to consider possible or expected future trends
that may lead to additional losses. GAAP does not permit the
establishment of allowances that are not supported by appropriate analyses. The approach for determination of the allowance should be well documented and applied consistently
from period to period.

In particular, institutions should be focused on directional consistency, which means that a creditor should not increase (or not decrease) the allowance for loan losses in good economic times to
provide for losses expected to occur in the future. The result is increased volatility in loan loss allowances by requiring that allowances fluctuate with the credit environment.
Institutions may have adopted some of the proposed disclosures
of the aforementioned AcSEC project that may serve to improve
the clarity of reporting. Some of the disclosure changes that may
have been adopted include a general description of each significant component of the allowance, disclosures of loan commitments, a comparison of the components of the allowance at each
balance sheet date, a breakdown of the allowance, a description of
the credit risk evaluation processes used for pools of loans, and a
description of the observable data used in the measurement of the
various components. Tables may have been added to show the
breakdown of loan types and the determination and aggregation
of loss allowances.
When evaluating the adequacy of loan loss allowances, auditors
should consider the matters discussed and determine whether
there is a heightened level of audit risk. If so, it may be necessary
to alter the nature, timing, and extent of audit procedures. The
evaluation of loss allowances can be a complicated process, and
the following specific literature will aid you in the accounting and
auditing process. AU section 342, Auditing Accounting Estimates
(AICPA, Professional Standards, vol. 1), and the AICPA Practice
Aid entitled Auditing Estimates and Other Soft Accounting Information provide guidance on auditing estimates.
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Loan and lease loss auditing has always been a high risk area for
financial institution auditors. A major issue is the timing of credit
loss recognition. An understated ALLL results in overstated current earnings, and an overstated ALLL results in understated current earnings. In part because of the imprecise methods used to
evaluate ALLL adequacy, empirical evidence suggests that financial institutions may build excess ALLL reserves during periods of
strong earnings, despite a comparatively low volume of loan
losses, effectively building a “nest egg” for future periods. Likewise, during periods of depressed earnings—which are often contributed to by increasing loan losses—financial institutions may
dip into the previously established “reserves” to minimize the impact on current earnings. The SEC has said that a creditor should
not increase the allowance for loan losses in good economic times
to provide for losses expected to be incurred in the future (i.e.,
earnings management.)
Part of the reason for this situation is the difficulty that exists in
pinpointing the moment when a loss is incurred. Numerous factors need to be considered when evaluating the adequacy of the
ALLL. Historical chargeoff rates (one of the primary components
for evaluating impairment for loans collectively evaluated in accordance with FASB Statement No. 5) may be more or less predictive depending on any changes in economic conditions, any
changes in a financial institution’s lending behavior (types of
products offered and types of customers sought), and any changes
in competitive pressures related to gaining or maintaining market
share, to name just a few of the variables.
2005 Effects
In addition to the loan loss factors discussed above and in the section of this Alert titled “Industry and Economic Developments,”
the new Bankruptcy Abuse Prevention and Consumer Protection
Act of 2005, became effective October 17, 2005. Auditors need
to be cognizant that institutions will be absorbing excess losses
from debtors who rushed to file during 2005. The new law may
not have a significant effect on consumers with unsecured credit
whose salaries fall below state median income levels, or those consumers who cannot make the minimum payment guidelines as
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some of these consumers can qualify for Chapter 7 after the law
takes effect. However, some consumers may not have understood
the new law and will have rushed to file anyway. Legally, the bill
may have the greatest effect on the more wealthy filers. If high income happens to correspond with high Fair Isaac & Co. (FICO)
scores, it may be that the super-prime issuers could be the most
affected by debtors who want to file early. The ratio between settlements and chargeoffs may change for a short period, as more
consumers may choose to file bankruptcy rather than renegotiate
terms with lenders. As always, the allowance for losses should be
adequate to cover probable and estimable losses on both delinquent and nondelinquent loans.
Additionally, to comply with interagency guidance, many institutions have begun to increase their minimum payment requirements on credit card accounts. Losses may also increase due to
the aggregate effect on an individual consumer holding multiple
cards, when all respective credit card lenders require higher payments. Lenders may incur increased losses in their credit card
portfolios due to regulatory changes and the increased price of
gas. Gas prices have risen significantly, putting pressure on consumers’ ability to pay debt. Proper measurement as to when these
losses qualify as probable and estimable is necessary. Institutions
must be maintaining adequate documentation to determine the
effect, if any, of the increased minimum payments on delinquencies and chargeoffs. The effect on delinquencies and chargeoffs
will vary widely between institutions. Some institutions have
forecast significant changes to their chargeoffs, while others have
indicated they expect the effect to be minimal. Documentation is
also important for justification for credit line increases, to estimates of allowances, to explanations of policy exceptions. AU
section 339, Audit Documentation (AICPA, Professionnel Standards, vol. 1), provides requirements about the content, ownership, and confidentiality of audit documentation. For public
issuers, PCAOB Auditing Standard No. 3, Audit Documentation
(AICPA, PCAOB Standards and Related Rules) supersedes SAS
No. 96 of the PCAOB Interim Auditing Standards.
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Current Loan Guidance as of Late 2005

Current practice for the measurement of the allowance for loan
losses available to institutions includes the following:
• FASB Statements No. 5, Accounting for Contingencies, and
No. 114, Accounting by Creditors for Impairment of a Loan,
as amended by FASB Statement No. 118, Accounting by
Creditors for Impairment of a Loan—Income Recognition
and Disclosures
• EITF Topic D-80, “Application of FASB Statements No. 5
and No. 114 to a Loan Portfolio” (May, 1999)
• FASB Interpretation No. 14, Reasonable Estimation of the
Amount of a Loss (an Interpretation of FASB Statement No. 5)
• SEC SAB No. 102, Selected Loan Loss Allowance Methodology and Documentation Issues, and SEC Financial Reporting Release (FRR) No. 28, Accounting for Loan Losses by
Registrants Engaged in Lending Activities
• FFIEC Joint Interagency Policy Statement entitled Allowance for Loan Loss and Lease Losses (ALLL) Methodologies
and Documentation for Banks and Savings Institutions—
2001, issued by the federal banking regulators
• NCUA Interpretive Ruling and Policy Statement 02-3, Allowance for Loan and Lease Losses—2002
• Joint Interagency Policy Statement on the allowance for loan
and lease losses, issued by the federal banking regulators on
December 21, 1993 (A rewrite of this statement is planned.)
• SOP 94-6, Disclosure of Certain Significant Risks and
Uncertainties
• SOP 01-6, Accounting by Certain Entities (Including Entities With Trade Receivables) That Lend to or Finance the Activities of Others
• Credit Card Lending Interagency Guidance: Account Management and Loss Allowance Guidance (Issued January 8, 2003)
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• Interagency Update on Accounting for Loan and Lease
Losses—2004
• Overdraft Protection Programs Interagency Guidance (Issued
February 18, 2005)
• AICPA Audit and Accounting Guide Audits of Depository
and Lending Institutions; Banks and Savings Institutions,
Credit Unions, Finance Companies and Mortgage Companies
(as of May 1 2005)
• Home Equity Lending Credit Risk Management (Issued
May 24, 2005)
• Classification of Commercial Credit Exposures Interagency
Proposal (Issued March 28, 2005; comment period closed
June 30, 2005)
Accounting for Courtesy Pay Programs

During the past few years, financial institutions have been
adding courtesy pay programs to their widely expanding menu
of services. Courtesy pay programs provide for the institution to
honor overdrawn drafts of customers that have prequalified for
the program. A fee is charged on a per-item basis, and the customer must make a deposit to the account within a specified period of time to cover the overdraft. These programs have
provided significant new sources of fee income for financial institutions, and at the same time have provided a valuable service
to the customer.
However, institutions do incur frequent losses on individual
accounts where the customer refuses or is unable to clear the
overdrawn account balance. Also, fees that are initially recognized as income and added to the customer’s account balance
(overdrawn amount is increased) often prove uncollectible,
and are subsequently written off. The following are some accounting issues related to courtesy pay programs that need to
be addressed.
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How Should Losses Be “Accrued” and Classified for
These Programs?
The financial institution has provided a credit-related feature to
the customer; any losses incurred as a result of honoring checks on
overdrawn accounts can be considered analogous to “loan” losses.
The institution must analyze the amount of probable losses that
will result from honoring overdrawn accounts, and accrue for the
probable loss in accordance with applicable accounting standards,
including FASB Statement No. 5, Accounting for Contingencies.
As a practical expedient, the overdrawn balances could be
thought of as another segment of the financial institution’s loan
portfolio with historical loss ratios analyzed for impairment in a
manner similar to other loan segments. Consideration can be
given to establishing a separate allowance account for these items
to provide a distinct audit trail. Additionally, are the overdrawn
negative balance accounts material enough to be reclassified? Another consideration is the type of contingent liability required to
be discussed in the footnotes. Factors influencing disclosure include how the courtesy pay program is structured and what contracting assessment exists with the user.
How Should the Fees Previously Recorded for the
Overdrawn Account Be Written Off?
Basic accounting standards require that fees only be recognized
through earnings if there is a probability that the fee will be collectible. Further, when previously recognized fees prove to be uncollectible, the amounts to be written off should be charged to fee
income, and not to loan-related losses. Charging the entire balance to the allowance account instead of reversing fee income
could result in the overstatement of both income and expense.
It may be difficult for institutions handling large volumes of courtesy
pay write-offs to separately account for the reversal of fees to income
versus charging off the overdrawn check to an allowance account.
Therefore the following approach can be considered as an alternative:
• Analyze the ratio of overdrawn account balances to determine the ratio of overdraft fees to the total overdrawn ac51
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count balance. For example, you might find that on average, 50 percent of the overdrawn balance comprises fees
charged and added to the account.
• When accounts are charged off, charge the appropriate percentage as determined above to fee income, and the remaining balance to the previously established allowance account.
• Note that the amount of losses being incurred on these
programs is being reported to the board of directors on a
regular basis.
The analysis of overdrawn fees needs to be updated on a regular
basis, at least annually. Additionally, courtesy pay programs or
“overdraft protection” is a growing area of client compliance. On
February 18, 2005, the FRB, FDIC, OCC, OTS, and NCUA issued joint guidance on overdraft protection programs. The guidance details safety and soundness considerations, outlines federal
regulations as they pertain to these programs, and lists a variety of
industry best practices (www.fdic.gov). Additionally, the Board of
Governors of the Federal Reserve System published a final rule
amending regulation DD and the Official Staff Interpretations,
which is designed to improve the uniformity and adequacy of information to consumers about certain services provided by banks
to their deposit customers (www.ots.treas.gov).

In Depth—Derivative Loan Commitments
Accounting Under SAB No. 105 and FASB No. 149

Accounting for loan commitments has been on the forefront of
change over the past few years. There have been issues related to
(1) classification, (2) valuation, (3) presentation and disclosure,
and (4) inconsistency of application throughout the industry.
Classification
FASB Statement No. 149, Amendment of Statement 133 on Derivative Instruments and Hedging Activities, which codified Derivatives Implementation Group (DIG) Issue C13, When a Loan
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Commitment Is Included in the Scope of Statement No. 133, specifies classification criteria for loan commitments. In summary, the
guidance states that a potential lender’s commitments to originate
mortgage loans that will be held for sale should be accounted for
as derivatives. Derivative accounting is required by the issuer of
the mortgage loan commitment, but not the holder of the mortgage loan commitment.
Valuation
The SEC expressed its concerns in a speech at the AICPA National Conference on SEC Developments in December 2003
about the diversity in practice and articulated a view on these issues. After further research and discussion, in March 2004, the
SEC staff issued Staff Accounting Bulletin No. 105, Application
of Accounting Principles to Loan Commitments, to address this diversity and clarify its position.17
The SEC staff ’s position regarding the recognition of derivative
loan commitments is reflected in question 1, the first of three
questions addressed in the SAB: “In recognizing the loan commitment, may Bank A consider the expected future cash flows related to the associated servicing of the loan?”
In responding, the staff concluded that “incorporating expected
future cash flows related to the associated servicing of the loan essentially results in the immediate recognition of a servicing asset.
However, servicing assets are to be recognized only once the servicing asset has been contractually separated from the underlying
loan by sale or securitization of the loan with servicing retained.”
The staff also concluded that no other internally developed intangible assets, such as customer relationship intangibles, should
be recorded as part of the derivative loan commitment.
Presentation and Disclosure
The SAB also addresses questions about the presentation and
disclosure of derivative loan commitments. Interpretive re17. The Agencies expect all institutions, including those that are not required to file reports with the SEC, to follow the guidance in SAB No. 105.
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sponse to question 2 states that a bank “should disclose its accounting policy for loan commitments pursuant to APB No.
22, Disclosure of Accounting Policies. Bank A should provide disclosures related to loan commitments accounted for as derivatives, including methods and assumptions used to estimate fair
value and any associated hedging strategies, as required by
FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments, FASB Statement No. 133, and Regulation S-K
Item 305. Additionally, Bank A should provide disclosures required by SEC Regulation S-K Item 303 and any related interpretive guidance.”
AICPA Practice Aid Illustrative Disclosures on
Derivative Loan Commitments

In response to questions of presentation and disclosure with
respect to the SAB response, an AICPA task force was created
to prepare illustrative disclosures for entities to reference in
their preparation of their own financial statements. The new
Practice Aid, Illustrative Disclosures on Derivative Loan Commitments, published in 2005, provides illustrative disclosures
for each of the requirements cited in SAB No. 105 and follows
the specific requirements in GAAP and SEC regulations. The
illustrative disclosures are intended to be used by both public
issuers (both GAAP and SEC disclosures) and many private issuers (GAAP disclosures). This Practice Aid can be used in
conjunction with the interagency advisory and related year
end risks, discussed in the next sections and can be ordered at
www.cpa2biz.com.
Interagency Advisory Accounting and Reporting for Commitments
to Originate and Sell Mortgage Loans

On May 3, 2005, OCC, FRB, FDIC, OTS, and the NCUA
jointly issued a joint interagency advisory to provide additional
guidance on the appropriate accounting and reporting for commitments to originate mortgage loans that will be held for resale
and commitments to sell mortgage loans under mandatory deliv-

54

ARA Banks.qxd

10/24/2005

5:02 PM

Page 55

ery and best efforts contracts.18 This document defines derivative
loan commitments as well as forward loan sales commitments
and discusses the combined agencies’ views on the accounting requirements. It also provides an example of a valuation methodology that can be used by entities and respective derivative (and
hedging) requirements. Finally, the advisory summarizes in one
document the various accounting and reporting guidance from
the FASB Statement No. 133, and its amendment, FASB Statement No. 149, and SAB No. 105. Although the advisory applies
only to entities regulated by the associated agencies, its guidance
can be reviewed by management of nonregulated entities and
consulted upon with the respective entities’ auditors to note if
proper GAAP accounting is followed. Highlights of the advisory
are discussed here, and you can obtain a copy of the advisory at
www.occ.treas.gov/ftp/bulletin/2005-18a.pdf.

18. A derivative loan commitment is defined by the Advisory as a lender’s commitment to
originate a mortgage loan that will be held for resale. These commitments shall be accounted for as derivatives by the issuer and include, but are not limited to, those commonly referred to as “interest rate lock commitments.” In a derivative loan commitment,
the lender agrees to extend credit to a borrower under certain specified terms and conditions in which the interest rate and the maximum amount of the loan are set prior to or
at funding. Under the agreement, the lender commits to lend funds to a potential borrower (subject to the lender’s approval of the loan) on a fixed or adjustable rate basis, regardless of whether interest rates change in the market, or on a floating rate basis.
Derivative loan commitments vary in term and expire after a specified time period (e.g.,
60 days after the commitment date). They generally do not bind the potential borrower
to obtain the loan, nor do they guarantee that the lender will approve the loan.
Best efforts contract refers to, for the purpose of the Advisory, a loan sales agreement
in which an institution commits to deliver an individual mortgage loan of a specified principal amount and quality to an investor if the loan to the underlying borrower closes.
Mandatory delivery contract is a loan sales agreement in which one entity commits to
deliver a certain principal amount of mortgage loans to an investor at a specified
price on or before a specified date. If the entity fails to deliver the full principal
amount, it is obligated to pay the investor for the shortfall.
Forward loan sales commitment is referred to in the Advisory as either a (a) mandatory
delivery contract or (b) best efforts contract that, upon evaluation under FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, meets the
definition of a derivative. A forward loan sales commitment should be evaluated under
FASB Statement No. 133, to determine if it meets the definition of a derivative.
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Assorted Year-End 2005 Accounting Issues

There is continued diversity in practice in the area of loan commitments. Small institutions may have difficulty identifying interest rate lock commitments and forward sales. Some
institutions are not following the appropriate accounting and reporting. The advisory noted some common issues of concern:
• Including the value of mortgage servicing rights in the value
of loan commitments that meet the definition of a derivative;
• Reporting the value of loan sales agreements that meet the
definition of a derivative as assets when in fact they were liabilities and vice versa; and
• Failing to report these derivatives and changes in the fair
values of the derivatives within their balance sheets and income statements.
Additionally, entities and auditors should follow the standard setters as they continue to deliberate issues related to the derivative
loan commitments. Accountants need to be cognizant of potential regulator future guidance surrounding “unlocked commitments” (commitments made to a borrower where an interest rate
and loan amount are set at a future date, which allows the interest
rate to “float” with market interest rates until the rate is set). Additional issues surrounding the classification of “best efforts” contracts are also being discussed.
Classification
The advisory’s guidance states that institutions should classify
loan commitments as derivatives at fair value on the balance
sheet, regardless of the manner in which the intended sale of the
mortgage loans will be executed (for example, under a best efforts
contract, a mandatory delivery contract, or the institution’s own
securitization). Institutions should report each fixed, adjustable,
and floating rate derivative loan commitment as an “other asset”
or an “other liability” in their regulatory reports based upon
whether the individual commitment has a positive (asset) or negative (liability) fair value. Additionally:
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• Upon evaluation of FASB Statement No. 133, forward
loan sales commitments should also be accounted for as
derivatives at fair value on the balance sheet. Each forward
loan sales commitment should be reported as an “other
asset” or an “other liability” based upon whether it has a
positive or negative value.
• Commitments to originate mortgage loans that will be held
for investment purposes and commitments to originate
other types of loans are not within the scope of FASB Statement No. 133 and, therefore, are not accounted for as derivatives. Institutions should report the unused portion of these
types of commitments, which are not considered derivatives,
as “unused commitments” in their regulatory reports.
• Institutions may not offset derivatives with negative fair
values (liabilities) against those with positive fair values (assets) on the balance sheet, unless the criteria for “netting”
under GAAP have been satisfied. Additionally, institutions
may not offset the fair value of forward loan sales commitments against the fair value of derivative loan commitments (the pipeline) or mortgage loans held for sale
(warehouse loans). Rather, forward loan sales commitments must be accounted for separately at fair value, and
warehouse loans must be accounted for at the lower of cost
or fair value with certain adjustments to the cost basis of
the loans if hedge accounting is applied.
Valuation
FASB Statement No. 133 indicates that the guidance in FASB
Statement No. 107, Disclosures about Fair Value of Financial Instruments, should be followed in determining the fair value of derivatives. That guidance provides that quoted market prices are
the best evidence of the fair value of financial instruments. However, when quoted market prices are not available, which is typically the case for derivative loan commitments and forward loan
sales commitments, estimates of fair value should be based on the
best information available in the circumstances. When expected
future cash flows are used, they should be the institution’s best es57
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timate based on reasonable and supportable assumptions and
projections. The advisory provides an approach to valuing derivative loan commitments and forward loan sales commitments and
also discusses some of the main assumptions used (for example,
pull-through ratios).
An institution should not recognize an unrealized gain or loss at
inception of a derivative instrument unless the fair value of that
instrument is obtained from a quoted market price in an active
market or is otherwise evidenced by comparison to other observable current market transactions or based on a valuation technique incorporating observable market data. Based on this
guidance, derivative loan commitments will generally have a zero
fair value at inception. However, subsequent changes in the fair
value of a derivative loan commitment must be recognized in financial statements and regulatory reports.
Hedging
If the FASB Statement No. 133 qualifying criteria are met, institutions may apply:
• Fair value accounting in a hedging relationship between
forward loan sales commitments (hedging instrument) and
fixed-rate warehouse loans (hedged item), or
• Cash flow hedge accounting in a hedging relationship between forward loan sales commitments (hedging instrument) and the forecasted sale of the warehouse loans
and/or the loans to be originated under derivative loan
commitments (forecasted transaction).
If an institution does not apply hedge accounting, forward loan
sales commitments should be treated as nonhedging derivatives.
Unless cash flow hedging is applied, institutions should include
the periodic changes in the fair value of derivative loan commitments and forward loan sales commitments in current period
earnings. Institutions should report these changes in fair value in
either “other noninterest income” or “other noninterest expense,”
but not as trading revenue, in their regulatory reports.
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Various Year-End 2005 Auditing Considerations

The auditor should note if management properly excluded incorporating expected future cash flows related to the associated servicing of loans in its valuation. Additionally, did management
properly disclose, in accordance with SAB No. 105, its derivative
loan commitments? Are loan commitments approved by officers
or committees in conformity with management’s written lending
policies? Is there evidence of loan committee approval of loan
summary sheets? Is there a formal loan commitment policy in existence? Are the skills of the employees satisfactory to perform
proper accounting and is there proper segregation of duties surrounding the transactions? Additionally:
• Valuation methodologies should be reviewed to evaluate
reasonableness; positions are objectively supportable, and
fully documented.
• Institutions should ensure that internal controls surrounding the accounting for and valuation of derivative loan
commitments are in place to provide reliability and integrity to the financial statements.
• Auditors should consider meeting with pipeline and warehouse personnel to evaluate whether all aspects of derivative loan commitments are fully documented and
controlled.
• Are FASB Statement No. 133 hedge relationships properly
documented? Are all aspects of a hedging relationship
identified and was the relationship documented contemporaneously with the initiation of the hedge relationship?
Is the entity properly applying FASB Statement No. 133 to
its derivative loan commitments and any hedging programs related to forward loan sales commitments or other
instruments being used to (economically) hedge its exposure related to these items?
• Auditors should review balance sheet and income statement presentation of derivative loan commitments and
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forward loan sales commitments to evaluate if they are presented consistently with the advisory guidance.
• Has a company evaluated and does it provide supporting
documentation for its review of forward loan sales commitments to determine whether they should be reported as
derivative instruments?
• Is the company making appropriate disclosures related to
the valuation of its derivative loan commitments and use
of hedging instruments?
• Has the company reported the derivative instruments correctly on the balance sheet and in the income statement
(and not “netted” positive with negative amounts)?
Additionally, AU section 322, Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1), provides guidance on auditing investments in debt and equity securities; investments accounted for
under APB Opinion No. 18, The Equity Method of Accounting for
Investments in Common Stock; and derivative instruments and
hedging activities. In addition, the companion Audit Guide, Auditing Derivative Instruments, Hedging Activities, and Investments
in Securities, provides practical guidance for implementing AU
section 322 on all types of audit engagements. Practitioners
should refer to the auditing considerations and requirements of
AU section 322 and guidance contained in the related Audit
Guide. In addition, AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA, Professional Standards, vol. 1), addresses audit considerations relating to the measurement and
disclosure of assets, liabilities, and specific components of equity
presented or disclosed at fair value in financial statements. For private companies, AU section 339, Audit Documentation (AICPA,
Professional Standards, vol. 1), provides requirements about the
content, ownership, and confidentiality of audit documentation.
For public issuers, PCAOB Auditing Standard No. 3, Audit Documentation (AICPA, PCAOB Standards and Related Rules) supersedes SAS No. 96 of the PCAOB Interim Auditing Standards.
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The Future—Regulatory, FASB Fair Value Exposure Draft, FASB
Derivative Disclosure Project

In addition to the regulatory agencies discussing floating rate commitments, discussing best efforts contracts, as well as potentially increasing the scope of certain attributes of the advisory (that is, should
these practices apply to other instruments outside of the current designated scope) the following projects are on the FASB’s agenda.
FASB Fair Value Exposure Draft
The FASB’s fair value project is attempting to develop a standard
that will define fair value and establish a framework for applying
the fair value measurement objective in GAAP. The goals are to
codify and simplify existing guidance for developing measurements, and improve disclosures about the measurements. The
project may affect entities accounting and reporting for derivative
loan commitments since institutions must also consider such
guidance in developing fair value estimate methodologies for derivative loan commitments and forward loan sales commitments
as well as measuring and recognizing such derivatives. The FASB
plans to consider what to measure at fair value on a project-byproject basis. The proposed standard may also require expanded
disclosures about the use of fair value to remeasure assets and liabilities recognized, how those fair value amounts were determined, and the effect of the remeasurements on earnings
(unrealized gains and losses). For additional information see the
section “Accounting Pipeline—Proposed FASB Statement on
Fair Value Measurements.”
FASB Project: Derivative Disclosures
The FASB has also started a project on derivative disclosures that
could have a significant impact on the financial statements of entities with derivative loan commitments. The objective of the project
is to provide guidance on enhanced disclosure requirements and balance sheet and income statement display of derivatives accounted
for in accordance with FASB Statement No. 133. It is expected that
the project will reconsider existing disclosure requirements for relevance and applicability. It is also expected that derivative loan commitments will fall under the scope of this project.
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Credit Union Spotlight
Specialized Lending Activities

In September 2004, the NCUA issued a letter to credit unions
discussing three potential high risk activities: subprime, indirect,
and outsourced lending. While business advantages can be gained by
engaging in these activities, these activities can also expose an institution to a range of risks, including credit, interest rate, liquidity
transaction and compliance, strategic, and reputation, which may
compromise safety and soundness. Since September, the NCUA
has noticed a marked increase in the number of credit unions engaged in these activities. In response, In June 2005, the NCUA issued a risk alert titled Specialized Lending Activities—Third Party
Subprime Indirect Lending and Participations (http://www.ncua.gov/
letters/RiskAlert/2005/05-RISK-01.pdf ). The auditor should be
aware of this issuance, which describes the heightened risks surrounding specialized lending. The risk alert outlines minimum due
diligence requirements and emphasizes areas of concern, including
due diligence and control measures surrounding subprime lending,
impact on net worth, underwriting criteria, and loan servicing.
NCUA Part 748—Fighting Theft

Many companies are learning the painful cost to their bottom
line and brand when customer data is exposed. Consumer data
thefts from two large institutions—one involving 140,000 individuals and the other involving 1.2 million individuals—were big news
stories in early 2005. The resulting impacts on these companies
consisted of significant market valuation declines, consumer notification and credit report monitoring costs, and the loss of customers. Additionally, in 2004, 20 credit unions experienced a loss
of their members’ data when a computer containing members’
names, addresses, and Social Security numbers was stolen from a
marketing firm used by the credit unions. Previously, at the end
of 2003, another credit union experienced the theft of a disk containing member data. Similar to other financial institutions, these
credit unions incurred substantial costs and put their members’
trust at risk. Future member data losses may lead to continued
hard-dollar financial costs and soft-dollar goodwill losses.
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The NCUA has issued NCUA Part 748. Appendix A, “Guidelines
for Safeguarding Member Information,” which provides the required framework for protecting member data. The framework
consists of boards of directors’ involvement, risk assessment, risk
management and control, and service provider oversight. NCUA
Part 748, Appendix B, “Guidance on Response Programs for
Unauthorized Access to Member Information and Member Notice,” provides guidance on the steps that a credit union should
take to mitigate the risk associated with the unauthorized access of
member information. An important component to Appendix B requires credit unions to notify affected members when sensitive information about them is the subject of unauthorized access. This
guidance in the form of Appendix B to NCUA’s Security Program,
Report of Crime and Catastrophic Act and Bank Secrecy Act
Compliance regulation, interprets section 501(b) of the GrammLeach-Bliley Act (GLBA) and describes the NCUA’s expectations
regarding how federally insured credit unions should develop and
implement response programs, including member notification
procedures, to address unauthorized access to or use of member information that could result in substantial harm or inconvenience
to a member. For additional information, see www.ncua.gov.
NCUA’s Premonition—Compliance With Federal Flood
Insurance Requirements

The National Flood Insurance Program was created by the National Flood Insurance Act of 1968. This Act was amended by the
Flood Disaster Protection Act of 1973, which authorizes the
NCUA to enforce compliance at federally insured credit unions.
Further amendments were made through the Flood Insurance
Reform Act of 1994 and the Bunning-Bereuter-Blumenauer
Flood Insurance Reform Act of 2004.
Last year, the NCUA reviewed a compilation of recent examination findings and learned that some credit unions were not fully
complying with the requirements of Part 760 of the Act. Therefore, in December 2004, NCUA Letter No. 04-CU-16, Compliance With Federal Flood Insurance Requirements was issued as a
reminder of key provisions and provides references for compli63
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ance. Auditors can review the areas covered to determine if the
client is at risk for noncompliance. Areas include, but are not limited to Flood Hazard Determinations, Fees and Charges, Notice
to Borrowers, Purchase Requirements and Notices to FEMA.
This timely issuance may have protected some credit unions from
fines and hurricane effects from Katrina and Rita.
Additionally, on September 14, 2005, the NCUA announced the
availability of Community Development Revolving Loan Fund
technical assistance grants for disaster relief for low-income credit
unions located in the counties and parishes in Alabama,
Louisiana, and Mississippi that are designated disaster areas resulting from Hurricane Katrina. The NCUA has allocated
$120,000 to this grant initiative. Eligible credit unions may request up to $2,500 for business resumption and rebuilding. The
purpose of these grants is to help expedite restoration of financial
services to members and communities.
The Credit Union Service Organization Audit Requirement

On March 17, 2005, the NCUA proposed to change its rule concerning credit union service organizations to provide that a
wholly owned credit union service organization (CUSO) need
not obtain its own annual financial statement audit from a CPA
if it is included in the annual consolidated audit of the federal
credit union (FCU) that is its parent. The amendment would reduce regulatory burden and conform the regulation with agency
practice, which since 1997 has been to view credit unions with
wholly owned CUSO subsidiaries in compliance with the rule, if
the parent FCU has obtained an annual financial statement audit
on a consolidated basis. The proposal recognized that, where a
CUSO is controlled by an FCU by virtue of its ownership of one
hundred percent of its voting shares, GAAP calls for the preparation of financial statements of both the FCU and the CUSO on a
consolidated basis (www.ncua.gov).
Net Worth Amendment for Credit Unions Act

Credit unions and mutual thrifts will be affected by the Business
Combinations project. FASB Statement No. 141, Business Com64
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binations, requires that all business combinations be accounted
for using the purchase method. While FASB Statement No. 141
is applicable to business combinations of mutual enterprises
(which includes mutually owned thrifts and credit unions), the
effective date was deferred for those enterprises until interpretative guidance is issued. In these combinations, the initial measurement of fair value of consideration paid is problematic
because generally only member interests are exchanged in such
transactions and no observable and measurable exchange price is
available (that is, little or no cash or other assets are paid or liabilities are incurred by the acquiring mutual enterprise).
In its new projects, the FASB has tentatively concluded that in
accounting for the acquisition of a mutual enterprise, the fair
value of the acquired mutual enterprise should be reported by
the acquirer as a direct addition to an equity or capital account
and labeled as equity or capital arising from the acquisition of a
mutual enterprise. To determine goodwill, the FASB has tentatively concluded that the fair value of the whole enterprise
should be used to determine goodwill. The target effective date
for the two proposed Statements is for fiscal years beginning on
or after December 15, 2006. Until such time, generally APB
Opinion No. 16, Business Combinations, should be followed by
mutual enterprises.
The new standard will eliminate the pooling method for credit
unions and will require that the retained earnings component of
one credit union be carried over as “acquired equity,” a term not
currently recognized by the Federal Credit Union Act since the
new component is neither retained earnings nor other comprehensive income. Upon consideration of this issue, Congress believes that the fair value of an acquired mutual enterprise should
be included in the acquiring enterprise’s regulatory capital to
avoid having an adverse effect on measurements such as the net
worth ratio. (Mergers between credit unions would be discouraged.) Therefore, the new proposed law in Congress, the Net
Worth Amendment for Credit Unions Act, would change the
Act’s definition of net worth to include premerger retained earnings. Practitioners should keep abreast of developments.
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IRS Notice—Deferred Compensation Plans

In 2005, the IRS issued Notice 2005-58 to discuss deferred compensation plans that can be offered by federal chartered credit
unions to their employees. Notice provisions are applicable to any
nonqualified deferred compensation plan maintained by a federal
credit union describe in section 501(c)(1) until publication of
guidance regarding the definition of a “governmental plan” under
section 414(d) (http://www.irs.gov/pub/irs-drop/n-05-58.pdf ).
Practitioners should keep abreast of new developments in this
area as the IRS intends to further evaluate the situation.

Auditor Indemnification and Liability
AICPA Proposed Ethics Interpretation on Indemnifications and
Limitations of Liability Provisions. On September 15, 2005, the
AICPA Professional Ethics Executive Committee (PEEC) issued
an omnibus proposal containing proposed Interpretations on indemnification/limitation of liability provisions and forensic accounting services. This omnibus proposal includes a new proposed
ethics interpretation, No. 101-16, “Indemnification, Limitation of
Liability, and ADR Clauses in Engagement Letters,” under Rule
101, Independence. The proposed Interpretation would provide
guidance to members on the impact certain indemnification and
limitation of liability provisions may have on a member’s independence when included in engagement letters or other agreements
entered into with a client. Under the proposal, certain types of indemnification and limitation of liability provisions are considered
to pose an unacceptable threat to a member’s independence (for
example, where the member seeks to limit or eliminate his or her
liability with respect to actual damages arising from the member’s
negligence or the client’s negligence), whereas others would not
impair independence (for example, where a member seeks to limit
or eliminate his or her liability arising from the client’s knowing
misrepresentation, willful misconduct, or fraudulent behavior).
The proposed Interpretation also makes clear that the use of indemnification or limitation of liability provisions does not relieve a
member from the requirement to exercise due professional care
and comply with all professional standards (for example, in the
66
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case of an audit, specific performance standards under generally
accepted auditing standards) as required by Rule 201, General
Standards and Rule 202, Compliance With Standards.
The proposal also describes the impact that specific indemnification and limitation of liability provisions will have on a member’s
independence in connection with an attest engagement, including those related to member’s negligence, willful misconduct, or
fraudulent behavior; client’s negligence; client’s knowing misrepresentation, willful misconduct, or fraudulent behavior; unsuccessful party to pay adversary’s fees (“loser pays” arrangement);
and punitive damages. The proposed interpretation also provides
guidance on arrangements whereby a member and client agree to
use arbitration, mediation, or other alternative dispute resolution
(ADR) methods to resolve a dispute between them, or an agreement to waive a jury trial.
When developing this proposal, the PEEC considered guidance
issued by other regulators, including the SEC, as well as the Proposed Interagency Advisory issued by the Federal Financial Institutions Examination Council (FFIEC) on May 10, 2005,
Interagency Advisory on the Unsafe and Unsound Use of Limitation
of Liability Provisions and Certain Alternative Dispute Resolution
Provisions in External Audit Engagement Letters, but acknowledged that there are critical differences between public or regulated entities and nonpublic companies with respect to regulatory
oversight and requirements; investor and marketplace communications, access, and interactions; and board of directors and audit
committee composition, responsibilities, and procedures.
Proposed Interagency Advisory on the Unsafe and Unsound Use of
Limitation of Liability Provisions and Certain Alternative Dispute Resolution Provisions in External Audit Engagement Letters.
On behalf of the OTS, FRB, FDIC, NCUA, and the OCC, the
FFIEC has issued a proposed advisory to alert financial institutions’ boards of directors, audit committees, management, and
external auditors to the safety and soundness implications of provisions that limit the external auditor’s liability in a financial
statement audit. The proposed guidance would apply to all financial institutions, regardless of size, whether or not the financial
67
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institution is a public company, or whether the external audit is
required or voluntary. The proposal states that the limitation of
liability provisions may weaken the external auditor’s objectivity,
impartiality, and performance and, thus, reduce the regulatory
agencies’ ability to rely on the external audit. Additionally, limitation of liability provisions may be inconsistent with the auditor
independence standards of the SEC, the PCAOB, and the
AICPA. Finally, as proposed, the inclusion of limitation of liability provisions in external audit engagement letters and other
agreements related to financial statement audits will generally be
considered an unsafe and unsound practice. The FFIEC is currently reviewing the comment letters received. Auditors of depository institutions should continue to monitor the developments.
The SEC’s Codification of Financial Reporting Policies and Frequently Asked Questions—Indemnification by Client (Section
602.02.f.i). Inquiry was made about whether an accountant who
certifies financial statements included in a registration statement
or annual report filed with the SEC under the Securities Act or
the Exchange Act would be considered independent if he or she
had entered into an indemnity agreement with the registrant. In
the particular illustration cited, the board of directors of the registrant formally approved the filing of a registration statement
with the SEC and agreed to indemnify and save harmless each
and every accountant who certified any part of such statement,
“from any and all losses, claims, damages or liabilities arising out
of such act or acts to which they or any of them may become subject under the Securities Act, as amended, or at ‘common law,’
other than for their willful misstatements or omissions.’’
When an accountant and his or her client, directly or through an
affiliate, have entered into an agreement of indemnity that seeks to
ensure the accountant immunity from liability for his or her own
negligent acts, whether of omission or commission, one of the
major stimuli to objective and unbiased consideration of the problems encountered in a particular engagement is removed or greatly
weakened. Such a condition must frequently induce a departure
from the standards of objectivity and impartiality that the concept
of independence implies. In such difficult matters, for example, as
68
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the determination of the scope of audit necessary, existence of such
an agreement may easily lead to the use of less extensive or thorough procedures than would otherwise be followed. In other cases,
it may result in a failure to appraise with professional acumen the
information disclosed by the examination. Consequently, the accountant cannot be recognized as independent for the purpose of
certifying the financial statements of the corporation.
Question 4 of the SEC’s December 13, 2004, FAQ on Auditor Independence. Has there been any change in the Commission’s
longstanding view (Financial Reporting Policies—Section 600—
602.02.f.i. “Indemnification by Client’’) that when an accountant enters into an indemnity agreement with the registrant, his
or her independence would come into question?
Answer. No. When an accountant and his or her client, directly
or through an affiliate, enter into an agreement of indemnity that
seeks to provide the accountant immunity from liability for his or
her own negligent acts, whether of omission or commission, the
accountant is not independent. Further, including in engagement
letters a clause that a registrant would release, indemnify or hold
harmless from any liability and costs resulting from knowing misrepresentations by management would also impair the firm’s independence. (www.sec.gov)

Developments in Money Laundering and Related
Illegal Activities
Money laundering is the funneling of cash or other funds generated from illegal activities through legitimate businesses to conceal the initial source of the funds. Money laundering is a global
activity and, like the illegal activities that give it sustenance, it seldom respects local, national, or international jurisdictions. The
Financial Crimes Enforcement Network (FinCEN) is the policymaking and law enforcement agency within the U.S. Department of the Treasury that supports law enforcement investigative
efforts and fosters interagency and global cooperation against domestic and international financial crimes. For more information
on rules and regulations see www.fincen.gov. The Department of
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the Treasury’s Office of Foreign Assets Control (OFAC) administers
national interdiction and sanction programs against specified
countries and specific persons who are classified as “specially designated nationals” (SDNs), who may include known international terrorists and narcotics traffickers. Financial transactions
with these regimes, entities, and individuals may be prohibited or
restricted by federal law. Information concerning OFAC rules,
lists of prohibited entities, and general OFAC information can be
obtained on the OFAC Web site at www.ustreas.gov/ofac.
Legislation. The Uniting and Strengthening America by Providing
Appropriate Tools Required to Intercept and Obstruct Terrorism
Act (U.S. PATRIOT Act) was passed to strengthen our nation’s
ability to combat terrorism and prevent and detect money laundering activities in all financial institutions. The PATRIOT Act is due
to expire in 2006. In July of 2005, the house voted to either make
permanent or extend the PATRIOT Act. The bill now goes to the
Senate. Practitioners should keep abreast of future developments.
Broad authority to develop antimoney regulations applicable to
each of the various segments of the financial services industry was
delegated to the Treasury Department. The following sections of
the Act directly relate to financial institution practices.
• Section 312 requires U.S. financial institutions to establish
due-diligence policies, procedures, and controls reasonably
designed to detect and report money laundering through
correspondent accounts of foreign banks and private banking accounts of non-U.S. citizens.
• Sections 313(a) and 319(b) of the Act add sections 103.177
and 103.185 to the Bank Secrecy Act (BSA) regulations
and are intended to prevent money laundering and terrorist
financing through correspondent accounts maintained by
U.S. financial institutions on behalf of foreign banks.
• Section 314 of the Act adds sections 103.100 and 103.110
to the BSA regulations, which establish procedures that encourage information sharing between governmental authorities and financial institutions, and among financial
institutions themselves.
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• Section 326 requires the Secretary of the Treasury to jointly
prescribe with each of the Agencies, the SEC, and the Commodity Futures Trading Commission (CFTC), a regulation
that, at a minimum, requires financial institutions to (1) implement reasonable procedures to verify the identity of any
person seeking to open an account, to the extent reasonable
and practicable, (2) maintain records of the information used
to verify the person’s identity, and (3) determine whether the
person appears on any lists of known or suspected terrorists
or terrorist organizations provided to the financial institution
by any government agency. This final “know your customer”
regulation applies to banks, savings associations, credit
unions, private banks, and trust companies.
• Section 326 also contains procedures for examining each
domestic and foreign banking organization’s customer
identification program (CIP). The procedures are designed
to help financial institutions fully implement the new CIP
requirements and facilitate a consistent supervisory approach among the federal financial institutions regulatory
agencies. On April 28, 2005, the agencies issued Interagency Interpretive Guidance on Customer identification Program Requirements. This Q&A was issued to provide
interpretive guidance with respect to the CIP rule.
Additionally, on June 30, 2005, the FFIEC released the Bank Secrecy Act/Anti-Money Laundering Examination Manual (FFIEC
BSA/AML Examination Manual). The manual’s release marks an
important step forward in the effort to consistently apply the BSA
to all banking organizations, including commercial banks, savings
associations, and credit unions. The manual was developed by the
federal banking agencies in collaboration with the FinCEN, in consultation with state banking agencies and in collaboration with the
OFAC. The manual emphasizes a banking organization’s responsibility to establish and implement risk-based policies, procedures,
and processes to comply with the BSA and safeguard its operations
from money laundering and terrorist financing. The manual does
not set new standards; instead, it is a compilation of existing regulatory requirements, supervisory expectations, and sound practices in
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the BSA/AML area (www.fdic.gov). Furthermore, the Bank Secrecy
Act /Anti-Money Laundering Examination InfoBase was released.
On September 9, 2005, the FRB, in consultation with the other
federal banking agencies and the FINCEN, have issued questions
frequently asked by financial institutions regarding the applicability of certain provisions of the BSA in providing services to victims of Hurricane Katrina.

Prior Year Regulatory Updates
Trust Preferred Securities and Tier 1 Capital

On March 1, 2005, the FRB issued Risk-Based Capital Standards:
Trust Preferred Securities and the Definition of Capital. Effective April
11, 2005, this rule allows the continued limited inclusion of trust preferred securities in the tier 1 capital of bank holding companies. Trust
preferred securities and other restricted core capital elements are now
subject to stricter quantitative limits. Before the rule, the amount of
trust preferred securities, together with other cumulative preferred
stock that a bank holding company could include in tier 1 capital,
was limited to 25 percent of tier 1 capital. This rule limits restricted
core capital elements to 25 percent of all core capital elements, net of
goodwill less any associated deferred tax liability. Internationally active bank holding companies, defined as those with consolidated assets greater than $250 billion or on-balance-sheet foreign exposure
greater than $10 billion, will be subject to a 15 percent limit. They
may include qualifying mandatory convertible preferred securities up
to the generally applicable 25 percent limit. Amounts of restricted
core capital elements in excess of these limits generally may be included in tier 2 capital. The rule provides a five-year transition period,
ending March 31, 2009, for application of the quantitative limits.
The requirement for trust preferred securities to include a call option has been eliminated, and standards for the junior subordinated debt underlying trust preferred securities eligible for tier 1
capital treatment have been clarified. The rule also addresses supervisory concerns, competitive equity considerations, and the
accounting for trust preferred securities. The rule also strengthens
the definition of regulatory capital by incorporating longstanding
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Board policies regarding the acceptable terms of capital instruments included in banking organizations’ tier 1 or tier 2 capitals.
Check 21 Audit Tips

Effective October 28, 2004, the FRB’s final rule, the Check
Clearing in the 21st Century Act (Check 21), amends portions of
Regulation CC and adds a new Subpart D to the regulation. The
intent of Check 21 is to facilitate the processing of checks in electronic form, thereby reducing or eliminating the necessity of
moving paper checks through the processing system. Financial
institution auditors need to get to know the substitute check,
evaluate that their clients are complying with the new consumer
awareness disclosures required by the new rule, and note that procedures are in place to processes expedited refund claims for consumers who claim a loss due to the payment of a substitute check
on their account.
On October 24, 2004, the FRB finalized amendments to Regulation CC that are necessary to implement the Check 21. Below are
just a few audit tips related to Check 21.
• As time goes on, the field auditor will see fewer original
checks as they are replaced by substitute checks. During audit
planning, the auditor should understand exactly what documents the financial institution will disseminate and return
during processing, and plan audit procedures accordingly.
• Detecting potential red flags may become more difficult as
substitute checks will no longer contain ink, original paper
(with access to pressure points), watermarks, or fingerprints. First-year auditors inspecting checks need to be
properly supervised to apply proper interpretation and
documentation of this new evidential matter.
• Due to the new implementation of purchased equipment
needed for Check 21, the financial institution may not
have proper controls surrounding potential computer
hacking and other internal control weaknesses.
• New contracts with Check 21 vendors need to be audited.
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• Financial institutions may not have implemented the
proper procedures to expedite recredits or provided answers to consumers’ questions on the role of substitute
checks, substitute check rights, and the Consumer Awareness Disclosure, increasing potential client liability.
New Data—HMDA Information

For the first time, the FFIEC announced the availability of data
for the year 2004 regarding mortgage lending transactions at
8,853 financial institutions covered by the Home Mortgage Disclosure Act (HMDA) in metropolitan statistical areas throughout
the nation. The HMDA data, made available on September 13,
2005, includes disclosure statements for each institution, aggregate data for each metropolitan statistical area, and nationwide
summary statistics regarding lending patterns (www.ffiec.gov).
Additionally, the agencies have released a set of Answers to Frequently Asked Questions that address the data. The auditor can
use this data to identify potential problem client areas, such as geographic market risk and predatory lending practices.
FDICIA Update—Proposed Amendment to Part 363

Public company issuers subject to section 404 of the Sarbanes-Oxley
Act of 2002 are required to include in their annual report a report
by management of the company’s internal control over financial reporting. In general, section 404 requirements were effective for fiscal years ending on or after November 15, 2004, for accelerated
filers under Rule12-B.19 Public nonaccelerated filers (those with
market capitalization less than $75 million) now have until the first
fiscal year ending on or after July 15, 2007, to comply with the
Act’s internal control reporting requirements. For additional information on filer classification, see the SEC web site at www.sec.gov.
Practitioners auditing issuers subject to the Act must continue to
follow the PCAOB’s Auditing Standard No. 2, An Audit of Internal
19. The SEC voted to propose for public comment amendments to periodic report filing deadlines that would, among other matters, create a new category of companies called “large accelerated filers,” adjust the definition of accelerated filers, cause accelerated filers to become
subject to certain deadlines, and amend the definition of accelerated filers (www.sec.gov).
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Control Over Financial Reporting in Conjunction With an Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules).
Proposed Changes to Rules Governing Certain Nonpublic and
Nonaccelerated FDICIA Filers
The banking regulators continue to assess the requirements for
nonpublic and nonaccelerated Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) filers under Part 363
of the FDICIA. On August 2, 2005, the FDIC issued a proposed
amendment to Part 363, Annual Independent Audits and Reporting Requirements, which would raise the asset size threshold from
$500 million to $1 billion for requirements related to internal
control assessments and reports by managements and external auditors. In addition, the proposal would also raise the asset size
threshold from $500 million to $1 billion for the independence
requirement that members of the audit committee be outside directors. The amendments are proposed to take effect December
31, 2005. The following are the highlights of the proposal:
• As proposed, for covered institutions with between $500 million and $1 billion in total assets (covered institutions), management would no longer be required to assess and report on
the effectiveness of internal control over financial reporting,
the external auditors would no longer be required to examine
and attest to management’s internal control assertions, and
the outside directors on the audit committee would no
longer be required to be independent of management.
• The proposal would relieve covered institutions with total assets of less than $1 billion from these requirements only for
purposes of Part 363. These covered institutions must continue to comply with the remaining provisions of Part 363,
including the annual financial statement audit requirement.
• The proposal would not relieve public covered institutions
from their obligations to comply with the provisions of the
Sarbanes-Oxley Act and the SEC’s implementing rules on
internal control assessments by management and attestations by external auditors, and applicable audit committee
independence requirements.
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Fiscal 2005 Audit Requirements for Nonaccelerated Public or
Nonpublic FDICIA Filers Subject to Internal Control Reporting
For fiscal 2005 internal control reports, the banking regulators
have indicated that auditors of FDICIA filers subject to internal
control reporting requirements are only required to follow the existing guidance in AT section 501, Reporting on an Entity’s Internal Control Over Financial Reporting (AICPA, Professional
Standards, vol. 1) until any revisions to AT section 501 on which
the AICPA is working take effect.20 The FDIC has issued FIL122-2004, which outlines the requirements for nonpublic and
nonaccelerated public FDICIA filers. However, the regulators
have stated that they would not object if an institution subject to
the FDICIA and its auditor agreed to have the auditor use
PCAOB Auditing Standard No. 2.
Additional Auditing Considerations—Nonpublic FDICIA
Filers With Assets Between $500 million and $1 Billion
If the proposal to raise the asset level is in effect, some of your
clients may no longer be requesting internal control assessments.
However, these same clients will still need to follow the other reporting requirements of Part 363, including the submission of
audited financial statements. Among other matters, reduced independence requirements regarding outside directors on the
audit committee would need to be evaluated. The audit may need
to be restructured now that a separate attestation on internal control is not being conducted.
The auditor needs to understand the reasoning behind the
FDIC’s decision. The FDIC took into consideration both the
20. The AICPA has been working on a proposed revision to AT section 501, Reporting
on an Entity’s Internal Control Over Financial Reporting, and an exposure draft of
that proposed attestation standard is expected to be issued in 2005, but is not expected to be final until 2006. Practitioners should follow developments accordingly,
because changes are likely to have the effect of requiring greater documentation and
testing of internal control over financial reporting by an institution’s management
in order for the auditor to perform his or her attestation work. Additionally, the
AICPA has issued an exposure draft, Communication of Internal Control Matters
Noted in an Audit, which will supersede AU section 325 of the same title. For additional information, see the “Auditing Pipeline—Nonpublic” section of this Alert.
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safety and soundness requirements of Congress under section 36
of the FDICIA when choosing to reduce the regulatory burden
on small nonpublic institutions. When the $500 million level
threshold was originally set in 1993, this level captured 75 percent of the assets at insured institutions. In 2005, this same asset
level captured 90 percent of insured institutions. By raising the
asset level to $1 billion, the FDIC chose to cover 86 percent of
insured institutions without sacrificing safety and soundness on
an industry aggregate level. However, the auditor is more concerned with risk on an individual client basis rather than risk at
an industry aggregate level. The decision to reduce internal control work was not based upon factors such as geographic diversification or ratings. The auditor should not be lulled into a false
sense of security surrounding these audit clients.
XBRL Update

eXtensible Business Reporting Language (XBRL) is one of a family of XML languages and is becoming a standard means of communicating information between businesses and on the Internet.
XBRL is a language for expressing business and financial data
that facilitates the efficient exchange of information between
computer systems. It provides major benefits in the preparation,
analysis, and communication of business information. The federal banking agencies designed and built a shared data repository
(Central Data Repository, or CDR) to modernize the management of Call Report Data. Under the auspices of the FFIEC, the
FDIC, the FRB, and the OCC designed the CDR to collect, validate, manage and distribute Call Report Information. Key elements of this modernization initiative included the adoption of
XBRL standards to transport Call Report data and related rules,
ratios, forms, instructions, and validation criteria. While data
submitted to the CDR is required to be transmitted in XBRL format, institutions will not be required to incorporate the XBRL
data standards into their own financial records. On January 28,
2005, implementation of the CDR was announced and was integrated by the end of July 2005. The first mandatory e-filing will
occur in October 2005.
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On March 16, 2005 the SEC adopted a rule to enable registrants
to submit voluntarily supplemental tagged financial information
using the XBRL format. Registrants choosing to participate in
the voluntary program will also continue to file their financial information in HTML or ASCII format, as currently required. The
voluntary program is intended to help the SEC evaluate the usefulness of data tagging and XBRL to registrants, investors, the
SEC, and the marketplace. A key element in the increased use of
XBRL has been the quality taxonomies (data dictionaries) registrants can use in the preparation of their XBRL-formatted reports. The AICPA has led the creation of these taxonomies,
which can be accessed at www.xbrl.org/us/USFRTF/2004-0815/TaxonomyFrameworkOverview.htm. The SEC has extended
its voluntary program for the filing of financial reports in XBRL.
The SEC has now added investment companies to those entities
that can file reports in XBRL, calling this “a significant step towards the collection and evaluation of XBRL data.” This program is helping to prove the merits of XBRL and advance its
implementation. For more information, see www.sec.gov.
Additionally, the PCAOB Q&A, Attest Engagements Regarding
XBRL Financial Information Furnished Under the XBRL Voluntary
Financial Reporting Program on the Edgar System, provides guidance for auditors who are engaged to report on whether the
XBRL data accurately reflects the corresponding information in
the official EDGAR filings. The guidance addresses both performance and reporting matters relating to applying the PCAOB’s
attestation standards to these engagements. Corresponding nonpublic AICPA guidance is attest Interpretation No. 5, “Attest Engagements on Financial Information Included in XBRL Instance
Documents,” of AT section 101, Attest Engagements (AICPA,
Professional Standards, vol. 1).
Deferred Compensation Update

Many companies use various types of deferred compensation
arrangements to supplement their executive compensation programs. Regulators have observed problems in this area. Many institutions have incorrectly accounted for their obligations under a
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type of deferred compensation agreement commonly referred to as
a revenue neutral plan or an indexed retirement plan. The benefits
payable under these plans generally are based on the performance
of bank-owned life insurance policies on these employees. Important accounting considerations related to these plans and programs
are often complex and not fully understood prior to implementation. The basic accounting principle is that deferred compensation
arrangements and purchases of life insurance should be accounted
for separately and not as a combined arrangement—even if the
contract itself is combined. These complex accounting issues
should be explored in considering investments in such programs.
Issues can include valuation for corporate (or bank) owned life insurance (COLI or BOLI) and use of the proper discount rate to
compute the deferred compensation liability, which is largely driven by the particular arrangement.
On February 11, 2004, the FDIC, FRB, OCC, and OTS issued
an advisory letter, Interagency Advisory on Accounting for Deferred
Compensation Agreements and Bank-Owned Life Insurance, which
discusses the appropriate accounting and reporting for deferred
compensation agreements, many of which are linked to investments in BOLI. The agencies believe the guidance in the advisory
on the appropriate accounting for deferred compensation agreements and BOLI is consistent with GAAP. On December 7,
2004, the agencies issued guidance relating to life insurance contracts, Interagency Statement on the Purchase and Risk Management
of Life Insurance. This guidance states that banks should have a
comprehensive risk management process for purchasing and
holding BOLI and that the safe and sound use of BOLI depends
on effective senior management and board oversight.
Lastly, there have been changes to IRS Code section 409A. Many
entities will have to make changes to nonqualified deferred compensation plans, and some of those changes may have GAAP accounting implications.
Regulation B Update

On June 30, 2004, the SEC issued a proposed rule, Regulation B,
which delineates the securities activities in which banks may en79
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gage in without registering as a broker under the Securities Exchange Act of 1934. When finalized, the rule will affect primarily
(1) banks that handle securities transactions either as a custodian
or as a fiduciary; (2) banks that have fiduciary accounts, such as
trust accounts, that invest in mutual funds that pay the bank fees
in conjunction with a plan authorized under the SEC’s Rule 12b1; (3) banks that offer securities through networking arrangements with registered broker-dealers; and (4) banks that enter
into sweep account programs using money market funds. In general, banks with broker activities not falling under certain guidelines must register with the SEC as a broker or delineate broker
activities to registered affiliates or third-party brokerage firms.
On September 9, 2005, the SEC further extended the compliance date for banks contained in the Gramm-Leach Bliley Act
until September 30, 2006. The SEC does not expect banks to develop compliance systems to meet the terms of the “broker” exceptions until the SEC amends its rules. Banks have indicated
that they need time to adopt implementation to ensure compliance with the new statutory requirements regarding the definition of a broker. (www.sec.gov). For additional information on
SEC rules and regulations, see the Audit Risk Alert SEC and
PCAOB Developments—2005/06.

Recent Regulatory Actions at a Glance
The financial institution industry in general is subject to various
monetary and fiscal policies and regulations, which include but are
not limited to those determined by the FRB, the OCC, the FDIC,
state regulators, the OTS, the NCUA, the SEC, and the PCAOB.
In addition to the items presented below, readers should read
the AICPA’s general Audit Risk Alert—2005/06, and the
AICPA’s Audit Risk Alert Independence and Ethics—2005/06 for
information about other regulatory actions not specific to financial institutions. Additionally, see the section in this Alert titled
“What’s ‘In’ With Internal Control” and the AICPA Risk Alert
SEC and PCAOB Developments—2005/06 for additional public
company information.
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In addition to the regulations discussed in the section titled
“Prior Year Regulatory Updates,” the following issuances were especially relevant to 2005 year-end audits and have been discussed
in various sections of this Alert.
Title
Interagency Advisory on Accounting
and Reporting for Commitments to
Originate and Sell Mortgage Loans
Account Management and Loss
Allowance Guidance for Credit
Card Lending
Credit Risk Management Guidance
for Home Equity Lending

Enterprise Risk Management—
Integrated Framework and Internal
Control—Integrated Framework
Memorandum: Sarbanes-Oxley
Act Section 404 Attestations
SEC’s Codification of Financial
Reporting Policies and Frequently
Asked Questions
Proposed Interagency Advisory on
the Unsafe and Unsound Use of
Limitation of Liability Provisions
and Certain Alternative Dispute
Resolution Provisions in External
Audit Engagement Letters
Bank Secrecy Act/Anti-Money
Laundering Examination Manual,
Interagency Guidance and InfoBase
U.S. PATRIOT ACT

Update on Accounting for Loan
and Lease Losses

Section in This Alert
In Depth—Derivative Loan
Commitments
Industry and Economic
Developments—Slow
Economic Expansion—
Calm Before the Storm
Industry and Economic
Developments—Home
Equity Lending and
Mortgage Market Risks
Industry and Economic
Developments—
Internal Control
Industry and Economic
Developments—What’s
“In” With Internal Control
Auditor Indemnification
and Liability
Auditor Indemnification
and Liability

Issuer(s)
FRB, FDIC,
OCC, OTS,
NCUA
FRB, FDIC,
OCC, OTS,
NCUA
FRB, FDIC,
OCC, OTS,
NCUA
COSO

OCC

SEC

FFIEC

Fraud and Illegal Acts

FFIEC, FINCEN, OFAC,
Agencies
Fraud and Illegal Acts
Congress,
Treasury
Department
Accounting Pronouncement FRB, FDIC,
Potpourri—Credit Loss
OCC, OTS,
Allowance Update
NCUA
(continued)

81

ARA Banks.qxd

10/24/2005

5:02 PM

Title
SAB No. 105, Application of
Accounting Principles to Loan
Commitments
NCUA Parts 748, 760, Proposed
Net Worth Amendment for Credit
Unions Act
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Section in This Alert

Issuer(s)

In Depth—Derivative
Loan Commitments

SEC

Credit Union Spotlight

NCUA,
Congress

This following section presents an overview of some important recent
regulatory actions issued since the publication of last year’s Alert. The
list of regulatory actions is not comprehensive, is based on issues that
may be applicable to accounting and auditing, and the information
provided represents only summaries of the regulations. Readers should
visit the following web sites of the various regulatory agencies for complete listings and full descriptions of the new regulations: FFIEC
(www.ffiec.gov), FDIC (www.fdic.gov), FRB (www.federalreserve.gov),
NCUA (www.ncua.gov), OCC (www.occ.treas.gov), OTS (www.ots.treas.gov).
Interagency Guidance

Effective September 30, 2004, the FRB, FDIC, OCC and OTS
issued a final rule amending their risk-based capital standards.
The rule also has provisions for certain liquidity facilities.
www.fdic.gov/news/news/financial/2004/fil8704.html). See FIL
26-2005 for additional supervisory guidance on this issue.
On January 27, 2005, the FRB, FDIC, OCC, and OTS released
an interagency statement on implementation of the Basel II
framework and the qualification process for the framework’s “advanced approaches” (www.fdic.gov).
On February 18, 2005, the FRB, FDIC, OCC, OTS, and
NCUA issued joint guidance on overdraft protection programs.
The guidance details safety and soundness considerations, outlines federal regulations as they pertain to these programs, and
lists a variety of industry best practices (www.fdic.gov).
On February 28, 2005, the FRB, FDIC, OCC, and OTS issued
an advisory to remind institutions that, except in very limited circumstances, they are prohibited by law from disclosing CAMELS
ratings and other nonpublic supervisory information to insurers
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and to other non-related third parties without permission from
the appropriate federal regulator (www.fdic.gov).
On March 22, 2005, the FRB, FDIC, OCC, OTS, and NCUA
issued Frequently Asked Questions, Appraisal Regulations and the
Interagency Statement on Independent Appraisal and Evaluation Review. The document contains information on existing standards
for selecting appraisers, ordering appraisals, accepting transferred
appraisals, and other related topics. It should be reviewed in conjunction with the agencies’ appraisal regulations, the Interagency
Appraisal and Evaluation Guidelines, dated October 27, 1994,
and the joint statement Independent Appraisal and Evaluation
Functions, dated October 28, 2003 (www.occ.treas.gov).
On March 28, 2005, the FRB, FDIC, OCC, and OTS issued an interagency proposal Classification of Commercial Credit Exposures,
which would replace the current commercial loan classification system categories “special mention,’’ “substandard,’’ and “doubtful’’
with a two-dimensional based framework. The proposed framework
would be used by institutions and supervisors for the uniform classification of commercial and industrial loans; leases; receivables; mortgages; and other extensions of credit made for business purposes by
federally insured depository institutions and their subsidiaries, based
on an assessment of borrower creditworthiness and estimated loss
severity. The proposed framework would not modify the interagency
classification of retail credit as stated in the “Uniform Retail Credit
Classification and Account Management Policy Statement,’’ issued
in February 2000. However, by creating a new treatment for commercial loan exposures, the proposed framework would modify Part
I of the “Revised Uniform Agreement on the Classification of Assets
and Appraisal of Securities Held by Banks and Thrifts” issued in June
2004. This proposal is intended to enhance the methodology used to
systematically assess the level of credit risk posed by individual commercial extensions of credit and the level of an institution’s aggregate
commercial credit risk (www.fdic.gov).
On June 30, 2005, the FFIEC Call Report agencies (FRB, FDIC,
and OCC), announced the schedule for financial institutions to
enroll in the Central Data Repository (CDR). The CDR is a new
Internet-based system created to modernize and streamline how
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the agencies collect, validate, manage and distribute financial
data submitted by banks in quarterly Call Reports. The new system is scheduled for implementation for the third quarter 2005
Call Report and will be the only method available for banks to
submit their Call Reports (www.fdic.gov).
On July 19, 2005, the FRB, FDIC, and OCC approved final
CRA rules that are intended to reduce regulatory burden on community banks while making CRA evaluations more effective in
encouraging banks to meet community development needs. The
final rules raise the small bank asset size threshold to assets of less
than $1 billion without regard to holding company affiliation.
Accordingly, the new rules reduce data collection and reporting
burden for “intermediate small banks” (banks with assets between
$250 million and less than $1 billion) and, at the same time, encourage meaningful community development lending, investment and services by these banks (www.fdic.gov).
On August 4, 2005, the FRB, FDIC, OCC, and OTS issued interagency guidance that clarifies the application of the asset quality test set forth in the agencies’ final risk-based capital rule on
asset-backed commercial paper (ABCP) programs. The ABCP
rule, which was published in the Federal Register on July 28,
2004, instituted a new capital charge for ABCP liquidity facilities
(www.occ.treas.gov). Additionally, the agencies issued supervisory guidance clarifying the application of the asset quality test
for liquidity facilities that provide support to an asset-based commercial paper program (www.fdic.gov).
On August 4, 2005, the FRB, FDIC, OCC, and OTS proposed
rules on postemployment restrictions for senior examiners. Effective December 17, 2005, section 10(k) of the Federal Deposit Insurance Act, a senior examiner employed or commissioned by an
Agency may not knowingly accept compensation as an employee,
officer, director, or consultant from certain depository institutions or depository institution holding companies he or she examined or from certain related entities, for one year after the
examiner leaves the employment or service of the Agency. Auditors can advise clients to be aware of potential legal exposures of
examiner employment arrangements (www.federalreserve.gov).
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On September 2, 2005, the FRB, FDIC, OCC, OTS, NCUA,
and Conference of State Bank Supervisors issued a joint release
asking insured depository institutions to consider all reasonable
and prudent steps to assist customers’ and credit union members’
cash and financial needs in areas affected by Hurricane Katrina.
The agencies are working with state regulatory agencies, financial
industry trade groups, and affected financial institutions to identify customer needs and monitor institutions’ restoration of services (www.fdic.gov).
On September 9, 2005, the FRB, in consultation with the other
federal banking Agencies and the FINCEN, have issued questions
frequently asked by financial institutions regarding the applicability of certain provisions of the Bank Secrecy Act in providing services to victims of Hurricane Katrina (www.federalreserve.gov).
On October 6, 2005, the FFIEC member agencies announced the
availability of additional supervisory guidance on regulatory and reporting issues related to Hurricanes Katrina and Rita. This information, in the form of questions and answers, provides guidance on:
• The agencies’ expectations for regulatory reports, including
Call Reports, Bank Holding Company Reports, Thrift Financial Reports, Thrift Holding Company Reports, and
Credit Union 5300 and 5310 Call Reports, for the quarter
ending September 30, 2005;
• Appropriate allowances for loan and lease losses in third
quarter regulatory reports;
• Accounting treatment of sales of held-to-maturity securities to meet increased liquidity needs directly related to the
hurricanes; and,
• Temporary hardship programs for bank and saving association credit card customers, and related delinquency and
credit bureau reporting issues (www.ffiec.gov).
Federal Deposit Insurance Corporation

On July 22, 2005, the FDIC issued guidance to financial institutions on how they can protect themselves against “spyware,” an
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increasingly prevalent form of software that collects personal or
confidential information about a person or organization without
prior knowledge or informed consent, and reports it to a third
party (www.fdic.gov).
On September 17, 2004, the FDIC released Steps to Help Rebuild
Areas Affected by Recent Hurricanes and Severe Storms. The document states that extending repayment terms, restructuring existing
loans, or easing terms for new loans, if done in a manner consistent
with sound banking practices, can contribute to the health of the
community and serve the long-term interests of the lending institution. The guidelines also address other types of regulatory relief.
Additionally, in 2005, the FDIC released information letters relating to Hurricane Katrina, including but not limited to assistance
for displaced customers, Social Security payments, and regulatory
relief (http://www.fdic.gov/news/katrina/index.html).
Additionally, check the FDIC Web site at www.fdic.gov, for a
comprehensive list of issuances. Additionally, see the accountingand auditing-related FDIC rules and regulations under the previous section of this Alert titled “Interagency Guidance.”
Federal Reserve Board

On September 7, 2005, the FRB proposed expanding the definition of a small bank holding company (BHC) under the FRB’s
Small Bank Holding Company Policy and the FRB’s risk-based
and leverage capital guidelines for bank holding companies. The
policy statement facilitates the transfer of ownership of small
community banks by permitting debt levels at small BHCs that
are higher than what would be permitted for larger BHCs. Because small BHCs may, consistent with the policy statement, operate at a level of leverage that generally is inconsistent with the
capital guidelines, the capital guidelines provide an exemption for
small BHCs (www.federalreserve.gov).
On September 13, 2004, the FRB requested public comment on
proposed amendments to Regulation E, which implements the
Electronic Fund Transfer Act, and the regulation’s official staff
commentary. The proposed revisions to the regulation would
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provide guidance regarding the rights, liabilities, and responsibilities of parties engaged in electronic check conversion transactions and would provide that payroll card accounts are “accounts”
covered by Regulation E (www.federalreserve.gov).
On May 19, 2005, the FRB published final amendments to Regulation DD, which implements the Truth in Savings Act, and the
regulation’s official staff commentary to improve the uniformity
and adequacy of information provided to consumers when they
overdraw their deposit accounts. The final amendments, in part,
address a specific service provided by many depository institutions to pay checks and allow other transactions when there are
insufficient funds in an account. This service is often referred to
as “bounced-check protection” or “courtesy overdraft protection”
(www.federalreserve.gov).
On September 15, 2005, the FRB issued a statement on supervisory practices to advise banking organizations to actively respond
to issues that arise in the wake of the damage caused by Hurricane Katrina (www.federalreserve.gov).
See additional rules and regulations under the section of this Alert titled
“Interagency Guidance” and the Web site at www.federalreserve.gov.
National Credit Union Administration

On January 13, 2005, the NCUA issued final rules amending the
disclosure requirements to credit union members of an institution’s intention to convert to private deposit insurance or to a
mutual savings bank. The NCUA issued a final change to its Part
708b rule on credit union mergers, federal share insurance terminations, and conversions from federal share insurance to nonfederal (private) insurance (www.ncua.gov).
On May 15, 2005, the NCUA proposed to adopt an Interpretive
Ruling and Policy Statement (IRPS) on Sales of Nondeposit Investments. The proposed IRPS provides requirements, direction, and
guidance to federally-insured credit unions on the establishment
and operation of third party brokerage arrangements. The proposed
IRPS updates and replaces NCUA’s Letter to Credit Unions No.
150 on the sales of nondeposit investments (www.ncua.gov).
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On May 20, 2005, the NCUA issued a letter to credit union executives that they must be prepared to closely manage risk as it relates to the rise in interest rates, among other indicators (such as
inflation, spending, employment) (www.ncua.gov).
On August 18, 2005, the NCUA announced significant changes
to enhance and streamline its 5300 Call Report data collection
process beginning with the September 30, 2005, reporting cycle.
The announcement noted that using electronic technology will
enhance data integrity, expedite information input and report
dissemination, increase NCUA’s risk analysis capabilities, and cut
costs. In offering this new data collection program, NCUA is
providing the credit union community with a more effective and
efficient means to report data as well as offering new tools to access and work with this data (www.ncua.gov).
See other NCUA issuances under the sections of this Alert titled
“Interagency Guidance” and “Credit Union Spotlight,” and the
Web site at www.ncua.gov.
Office of the Comptroller of the Currency

On February 2, 2005, the OCC issued Guidelines to Prevent
Predatory Residential Mortgage Lending Practices as an additional step to protect against national banks becoming involved
in predatory, abusive, unfair, or deceptive residential mortgage
lending practices. The new guidelines incorporate key provisions
and central principles of the OCC’s February 2003 advisory letters alerting national banks to practices that may be considered
predatory or abusive and advising national banks on measures to
avoid such practices (www.occ.treas.gov).
On September 14, 2005 the OCC issued an Advisory and Alert
to National Banks on Unacceptable Credit Card Marketing and
Account Management Practices. This document provides guidance on three specific credit card practices that the OCC regards
as unacceptable because they may constitute unfair or deceptive
acts or practices, or could otherwise expose a bank to compliance
and reputation risk (www.occ.treas.gov).
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See other OCC issuances under “Interagency Guidance” and the
Web site at www.occ.treas.gov.
Office of Thrift Supervision

On May 4, 2004, the OTS issued CEO Memorandum No. 197,
Preparation of the Appraisal of an Institution Contemplating Mutual to Stock Conversion or an MHC Stock Issuance by the Same
Company that Prepares the Institution’s Business Plan. This memorandum states that the same third-party firm may not prepare
both the business plan and the appraisal of the institution’s value
for an institution undergoing a mutual to stock conversion or for
the institution’s mutual holding company structure that propose
to conduct minority stock issuances. Preparation of both the
business plan and the appraisal of the institution’s value constitute a conflict of interest (www.ots.treas.gov).
On June 1, 2005, the OTS submitted for OMB review and comments requested on loans in areas having special flood hazards
(www.ots.treas.gov).
On August 31, 2005, the OTS finalized a rule, pursuant to the Economic Growth and Regulatory Paperwork Reduction Act, that will
reduce regulatory burden on savings associations by updating and revising various application and reporting requirements. The rule will
modify application and notice requirements that apply to branch and
agency offices operated by thrifts, revise the publication and public
comment procedures for various OTS applications and notices, and
revise agency OTS procedures for formal and informal meetings
held in connection with OTS applications (www.ots.treas.gov).
Additionally, see rules and regulations under the section of this Alert
titled “Interagency Guidance” and the Web site at www.ots.treas.gov.

Recent Auditing and Attestation Pronouncements and
Related Guidance
Presented below is a list of auditing and attestation pronouncements, Guides, and other guidance. For information on auditing
and attestation standards issued subsequent to the writing of this
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Alert, please refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm. The PCAOB sets auditing and attestation standards for audits of public companies. See the
PCAOB Web site at www.pcaobus.org for information about its
activities. You may also look for announcements of newly issued
standards in the CPA Letter, Journal of Accountancy, and in the
quarterly electronic newsletter, In Our Opinion, issued by the
AICPA Auditing Standards team, available at www.aicpa.org.
AICPA Audit Interpretation No. 1
of AU Section 328, Auditing Fair
Value Measurements and Disclosures
AICPA Audit Interpretation No. 1
of AU Section 332, Auditing Derivative
Instruments, Hedging Activities, and
Investments in Securities
(July 2005)
(Not applicable to audits conducted
in accordance with PCAOB
standards)

AICPA Audit Interpretation No. 1
of AU Section 625, Reports on
the Application of Accounting
Principles (January 2005)
(Not applicable to audits conducted
in accordance with PCAOB standards)
AICPA Audit Interpretation No. 12
of AU Section 623, Special Reports
(amended January 2005)
(Not applicable to audits conducted
in accordance with PCAOB standards)

“Auditing Interests in Trusts Held
by a Third-Party Trustee and Reported
at Fair Value”
“Auditing Investments in Securities
Where a Readily Determinable
Fair Value Does Not Exist”
These Interpretations clarify that simply
receiving a confirmation from a third
party (including a trustee) does not in and
of itself constitute adequate audit evidence
with respect to the valuation assertion of
interests in trusts or investments in
securities. The Interpretations also reiterate
the responsibility of management to
institute accounting and financial reporting
processes for the determination of fair
value measurements. According to the
Interpretations, if the auditor is unable to
audit the existence or measurement of
interests in investments in securities at
the financial statement date, the auditor
should consider whether that scope
limitation requires the auditor to qualify
his or her opinion or disclaim an opinion.
“Requirement to Consult with the
Continuing Accountant”
This Interpretation provides guidance on
when it is acceptable to not seek a “second
opinion” from a continuing accountant.
“Evaluation of the Appropriateness of
Informative Disclosures in Insurance
Enterprises’ Financial Statements
Prepared on a Statutory Basis”
This Interpretation clarifies that financial
statements prepared on a statutory basis
90
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AICPA Audit Interpretation No. 14
of AU Section 623, Special Reports
(amended January 2005)
(Not applicable to audits conducted
in accordance with PCAOB standards)

AICPA Audit Interpretation No. 15
of AU Section 623, Special Reports
(January 2005)
(Not applicable to audits conducted in
ccordance with PCAOB standards)

AICPA Attest Interpretation No. 6
of AT Section 101, Attest Engagements
(December 2004)
(Not applicable to audits conducted in
accordance with PCAOB standards)

AICPA Technical Practice Aid 9070.05
(August 2005)
(nonauthoritative)

AICPA Technical Practice Aid 8345.01
(September 2005)
(nonauthoritative)

are financial statements prepared on a
comprehensive basis of accounting other
than GAAP, and provides general guidance
on disclosures necessary for financial
statements prepared on an other
comprehensive basis of accounting.
“Evaluating the Adequacy of Disclosure
and Presentation in Financial Statements
Prepared in Conformity with an Other
Comprehensive Basis of Accounting
(OCBOA)”
This Interpretation provides guidance on
necessary disclosures for financial statements
prepared on an other comprehensive
basis of accounting.
“Auditor Reports on Regulatory
Accounting or Presentation When the
Regulated Entity Distributes the Financial
Statements to Parties Other Than the
Regulatory Agency Either Voluntarily or
Upon Specific Request”
This Interpretation provides illustrative
language for an auditor’s report prepared
on a regulatory basis of accounting
prescribed by a regulatory agency, where
the financial statements are not prepared
solely for filing with that agency.
“Reporting on Attestation Engagements
Performed in Accordance with
Government Auditing Standards”
This Interpretation provides illustrative
language for an attestation report for
engagements performed pursuant to
generally accepted government auditing
standards.
“Consideration of Impact of Losses From
Natural Disasters Occurring After
Completion of Audit Field Work and
Signing of the Auditor’s Report But
Before Issuance of the Auditor’s Report
and Related Financial Statements”
“Audit Considerations When Client
Evidence and Corroborating Evidence in
Support of the Financial Statements Has
Been Destroyed by Fire, Flood, or
Natural Disaster”
(continued)
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AICPA Technical Practice Aid 8345.02
(September 2005)
(nonauthoritative)
AICPA Practice Alert 2005-01
(September 2005)
(nonauthoritative)

“Considerations When Audit
Documentation Has Been Destroyed by
Fire, Flood, or Natural Disaster”
Auditing Procedures With Respect to
Variable Interest Entities
The purpose of this Practice Alert is to
provide guidance to auditors in planning
and performing auditing procedures with
respect to variable interest entities.
PCAOB Auditing Standard No. 4
Reporting on Whether a Previously
(TBD 2005)
Reported Material Weakness Continues
(Applicable to audits conducted in
To Exist
This standard applies if auditors report on
accordance with PCAOB
standards only)
the elimination of a material weakness in
a company’s internal control over financial
reporting. The standard establishes a
voluntary engagement that would be
performed at the election of the company.
PCAOB Conforming Amendment
Conforming Amendment to PCAOB Related
(TBD 2005)
Auditing and Professional Practice Standards
(Applicable to audits conducted in
Resulting from the Adoption of the
accordance with PCAOB standards only) Auditing Standard No. 4
PCAOB Rules
Ethics and Independence Rules Concerning
(TBD 2005)
Independence, Tax Services, and
(Applicable to audits conducted in
Contingent Fees
accordance with PCAOB standards only) See the AICPA Independence and Ethics
Alert—2005/06 for further information.
PCAOB Staff Questions and Answers 1. Auditing Internal Control over Financial
(Various dates)
Reporting. The PCAOB has issued two
(Applicable to audits conducted in
sets of questions and answers in 2005
accordance with PCAOB standards only)
relating to the issuance of PCAOB
No. 2—question 37, and questions 38
through 55.
2. Attest Engagements Regarding XBRL
Financial Information Furnished Under
the XBRL Voluntary Financial Reporting
Program on the Edgar System.
AICPA Audit and Accounting
The Auditor’s Guide to Understanding
Practice Aid
PCAOB Auditing Standard No. 2
(nonauthoritative)
This publication walks an auditor
through all the key requirements of
PCAOB Auditing Standard No. 2 and
provides insight and analysis on what
those requirements mean.
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AICPA Audit and Accounting
Practice Aid
(nonauthoritative)

AICPA Audit and Accounting
Practice Aid
(nonauthoritative)

AICPA Audit and Accounting
Practice Aid
(nonauthoritative)

Accounting Trends & Techniques
(nonauthoritative)

Accounting Trends & Techniques
(nonauthoritative)

Guidance on Management Override
of Internal Controls
(nonauthoritative)

AICPA Toolkit
(nonauthoritative)

SAS No. 70 Reports and Employee Benefit Plans
This publication provides guidance on
the use of SAS No. 70 reports on audits
performed in accordance with GAAS. In
addition, this publication includes
checklists and forms to help implement
the guidance.
Illustrative Disclosures on Derivative
Loan Commitments
This Practice Aid provides illustrations of
disclosures of derivative loan commitments
in accordance with the reporting and
disclosure guidance cited in Securities and
Exchange Commission Staff Accounting
Bulletin No. 105, Application of Accounting
Principles to Loan Commitments.
Auditing Recipients of Federal Awards:
Practical Guidance for Applying OMB
Circular A-133, third edition
This new edition covers the 2003 revision
to Government Auditing Standards. It
includes a CD-ROM containing detailed
programs and checklists to assist in the audits
of entities that receive federal assistance.
Employee Benefit Plans
This publication provides extensive
illustrative financial statements and note
disclosures for employee benefit plans.
Not-for-Profit Organizations
This publication provides extensive
illustrative financial statements and note
disclosures for not-for-profit organizations.
Management Override of Internal Controls:
The Achilles’ Heel of Fraud Prevention—
The Audit Committee and Oversight of
Financial Reporting
This guidance is available through the
AICPA Audit Committee Effectiveness
Center at www.aicpa.org/audcommctr
(go to “Spotlight Area”).
The AICPA Audit Committee Toolkit:
Not-for-Profit Organizations
This toolkit provides a comprehensive set
of best practices for audit committees of
not-for-profit organizations to help them
(continued)
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carry out their responsibilities effectively.
The not-for-profit toolkit covers governance
topics ranging from increasing the
usefulness of the audit committee charter
and hiring the chief audit executive to
conducting an executive session and
evaluating independent auditors. It is
available through the AICPA Audit
Committee Effectiveness Center at
www.aicpa.org/audcommctr/toolkit
snpo/homepage.htm.
The AICPA Audit Committee Toolkit:
Government Organizations
This toolkit covers a variety of
governance topics, including conducting
an executive session, discussions to expect
from the independent auditor, peer review
of CPA firms, evaluating independent
auditors, fraud, and internal controls. It
is available through the AICPA Audit
Committee Effectiveness Center at
www.aicpa.org/audcommctr/toolkits
govt/homepage.htm.
A Statutory Framework for Reporting
Significant Deficiencies in Internal Control
to Insurance Regulators
This Framework provides auditors of
insurance company financial statements
with an overview of recent regulatory
developments that may affect the
engagements and audits they perform.

Recent AICPA Independence and Ethics Pronouncements
The AICPA Independence and Ethics Developments—2005/06
(product no. 022476) contains a complete update on new independence and ethics pronouncements. This Alert can be obtained
by calling the AICPA at (888) 777-7077 or going online at
www.cpa2biz.com. Readers should obtain that Alert to be aware
of independence and ethics matters that will affect their practice.
The AICPA general Audit Risk Alert—2005/06 and other AICPA
industry-specific Alerts contain summaries of recent pronouncements not included here. To obtain copies of AICPA standards
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and Guides, contact AICPA Service Center Operations at (888)
777-7077 or go online at www.cpa2biz.com.

Recent Accounting Pronouncements and
Related Guidance
Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
For information on accounting standards issued subsequent to
the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in the
CPA Letter and Journal of Accountancy.
FASB Statement
No. 152
(December 2004)

FASB Statement
No. 153
(December 2004)

Accounting for Real Estate Time-Sharing
Transactions—an amendment of FASB Statements
No. 66 and 67
This Statement amends FASB Statement No. 66,
Accounting for Sales of Real Estate, to reference the
financial accounting and reporting guidance for real
estate time-sharing transactions that is provided in
AICPA Statement of Position (SOP) 04-2, Accounting
for Real Estate Time-Sharing Transactions. This Statement
also amends FASB Statement No. 67, Accounting for
Costs and Initial Rental Operations of Real Estate Projects,
to state that the guidance for (1) incidental operations
and (2) costs incurred to sell real estate projects does
not apply to real estate time-sharing transactions. The
accounting for those operations and costs is subject to
the guidance in SOP 04-2.
Exchanges of Nonmonetary Assets—an amendment of
APB Opinion No. 29
This Statement amends APB Opinion No. 29,
Accounting for Nonmonetary Transactions, to eliminate
the exception for nonmonetary exchanges of similar
productive assets, and replaces it with a general
exception for exchanges of nonmonetary assets that do
not have commercial substance. A nonmonetary
exchange has commercial substance if the future cash
flows of the entity are expected to change significantly
as a result of the exchange.

(continued)
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Share-Based Payment
This Statement is a revision of FASB Statement No. 123,
Accounting for Stock-Based Compensation; it supersedes
APB Opinion No. 25, Accounting for Stock Issued to
Employees, and its related implementation guidance.
This Statement focuses primarily on accounting for
transactions in which an entity obtains employee
services in share-based payment transactions. It
establishes standards for the accounting for transactions
in which an entity exchanges its equity instruments
for goods or services. It also addresses transactions in
which an entity incurs liabilities in exchange for goods
or services that are based on the fair value of the
entity’s equity instruments or that may be settled by
the issuance of those equity instruments.
Accounting Changes and Error Corrections—a
replacement of APB Opinion No. 20 and FASB
Statement No. 3
This Statement replaces APB Opinion No. 20,
Accounting Changes, and FASB Statement No. 3,
Reporting Accounting Changes in Interim Financial
Statements, and changes the requirements for the
accounting for and reporting of a change in accounting
principle. This Statement applies to all voluntary
changes in accounting principle. It also applies to
changes required by an accounting pronouncement in
the unusual instance that the pronouncement does
not include specific transition provisions.
Accounting for Conditional Asset Retirement Obligations—
an interpretation of FASB Statement No. 143
This Interpretation clarifies that conditional asset
retirement obligations describes a legal obligation to
perform an asset retirement activity in which the
timing and/or method of settlement are conditional on a
future event that may not be under the entity’s control.
Go to www.fasb.org/eitf/ for a complete list of
EITF Issues.
Go to www.fasb.org/fasb_staff_positions/ for a
complete list of FASB Staff Positions (FSPs). Some of
the recently issued FSPs address issues relating to
FASB Statements No. 143 and No. 150, among
others; and FASB Interpretation 46(R).
Accounting by Insurance Enterprises for Deferred
Acquisition Costs in Connection With Modifications or
Exchange of Insurance Contracts
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Accounting by Noninsurance Enterprises for Property
and Casualty Insurance Arrangements That Limit
Insurance Risk
Accounting and Disclosure Guidance for Losses from
Natural Disasters—Nongovernmental Entities

Accounting and Disclosure Requirements for SingleEmployer Employee Benefit Plans Related to the
Medicare Prescription Drug, Improvement and
Modernization Act of 2003
Accounting and Disclosure Requirements for
Multiemployer Employee Benefit Plans Related to the
Medicare Prescription Drug, Improvement and
Modernization Act of 2003

The AICPA general Audit Risk Alert—2005/06 and other AICPA
industry-specific Alerts contain summaries of these recent pronouncements. Additionally, see the “Accounting Pronouncement
Potpourri” section of this Alert for information on financial institution industry specific guidance.

On the Horizon
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements.
Presented in the following sections is brief information about
some ongoing projects that have particular significance to the financial institution industry or that may result in very significant
changes. Read the AICPA general Audit Risk Alert—2005/06 for a
more complete list of ongoing auditing and accounting projects.
Remember that exposure drafts are nonauthoritative and cannot
be used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding exposure drafts, including downloading exposure drafts. These Web
sites contain much more in-depth information about proposed
standards and other projects in the pipeline. Many more accounting and auditing projects exist beyond those discussed here.
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Readers should refer to information provided by the various standard-setting bodies for further information.
Standard-Setting Body
AICPA Auditing
Standards Board (ASB)
AICPA Accounting
Standards Executive
Committee (AcSEC)
Financial Accounting
Standards Board (FASB)
Public Company
Accounting Oversight
Board (PCAOB)
Professional Ethics
Executive Committee (PEEC)
Securities and Exchange
Commission (SEC)

Web Site
www.aicpa.org/members/div/auditstd/drafts.htm
www.aicpa.org/members/div/
acctstd/edo/index.htm
www.fasb.org
www.pcaobus.org or www.pcaob.com

www.aicpa.org/members/div/ethics/index.htm
www.sec.gov

Help Desk—The AICPA’s standard-setting committees publish exposure drafts of proposed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all AICPA exposure drafts,
send your e-mail address to service@aicpa.org. Indicate “exposure draft e-mail list” in the subject header field to help process
your submission more efficiently. Include your full name, mailing address and, if known, your membership and subscriber
number in the message. The AICPA Web site also has connecting links to the other standard-setting bodies listed above.

Auditing Pipeline—Nonpublic

Eight SASs Related to Audit Risk Proposed
The AICPA’s Auditing Standards Board (ASB) has issued an exposure draft of eight proposed Statements on Auditing Standards
(SASs). These proposed SASs were originally exposed on December 2, 2002 (except for the amendment to SAS No. 1 which was
approved for exposure by the ASB on April 28, 2005). The ASB
believes that the requirements and guidance provided in the pro98
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posed SASs, if adopted, would result in a substantial change in
audit practice and in more effective audits. The primary objective
of the proposed SASs is to enhance auditors’ application of the
audit risk model in practice by requiring:
• More in-depth understanding of the entity and its environment, including its internal control, to identify the
risks of material misstatement in the financial statements
and what the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstatement of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures performed in
response to those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to “Due Professional Care in the Performance of
Work” of Statement on Auditing Standards No. 1, Codification of Auditing Standards and Procedures
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
• Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
The proposed SASs establish standards and provide guidance
concerning the auditor’s assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures whose nature, timing, and extent
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are responsive to the assessed risks. Additionally, the proposed
SASs establish standards and provide guidance on planning and
supervision, the nature of audit evidence, and evaluating whether
the audit evidence obtained affords a reasonable basis for an opinion regarding the financial statements under audit. Readers
should be alert for the issuance of final standards in the fourth
quarter of 2005.
Proposed SAS, Communication of Internal Control Related
Matters Noted in an Audit
This proposed SAS will supersede SAS No. 60, Communication of
Internal Control Related Matters Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly
strengthen the quality of auditor communications of such matters in audits of nonpublic companies. Readers should be alert for
the issuance of a final standard in the first quarter of 2006.
Proposed SAS, Audit Documentation
This proposed SAS will supersede SAS No. 96 of the same name
(AICPA, Professional Standards, vol. 1, AU sec. 339) and establish
standards and provide guidance to an auditor of a nonissuer on
audit documentation for audits of financial statements or other
financial information being reported on. In developing this exposure draft, the ASB considered the documentation requirements
of the PCAOB’s Auditing Standard No. 3, Audit Documentation;
the International Auditing and Assurance Standards Board’s exposure draft, ISA 230, Audit Documentation, issued in September
2004; suggestions received from the National Association of State
Boards of Accountancy; and Government Auditing Standards issued by the Comptroller General of the United States.
In addition to the proposed SAS, the exposure draft includes proposed amendments to SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU
sec. 530.01 and .05, “Dating of the Independent Auditor’s Report”). The proposed amendment requires that the auditor’s report not be dated earlier than the date on which the auditor has
obtained sufficient competent audit evidence to support the
opinion on the financial statements. It also proposes an amend100
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ment to SAS No. 95, Generally Accepted Auditing Standards
(AICPA, Professional Standards, vol. 1, AU sec. 150.05). The
amendment adds a requirement for the auditor to document his
or her justification for a departure from the SASs in the working
papers. Readers should be alert for the issuance of a final standard
in the fourth quarter of 2005.
Proposed SAS, Defining Professional Requirements in
Statements on Auditing Standards, and Proposed Statement
on Standards for Attestation Engagements, Defining
Professional Requirements in Statements on Standards for
Attestation Engagements
The ASB has issued an exposure draft of a proposed SAS entitled
Defining Professional Requirements in Statements on Auditing Standards and a proposed Statement on Standards for Attestation Engagements (SSAE) entitled Defining Professional Requirements in
Statements on Standards for Attestation Engagements. The proposed
SAS and SSAE define the terminology the ASB will use to describe the degrees of responsibility that the requirements impose
on the auditor or the practitioner. The final SAS and SSAE are
expected to be issued in the fourth quarter of 2005.
Proposed Statement on Standards for Attestation
Engagements, Reporting on an Entity’s Internal Control Over
Financial Reporting
This proposed SSAE establishes standards and provides guidance to
the practitioner who is engaged to issue or does issue an examination report on the effectiveness of an entity’s internal control over
financial reporting as of a point in time (or on an assertion
thereon). Specifically, guidance is provided regarding the following:
• Conditions that must be met for a practitioner to accept an
engagement to examine the effectiveness of an entity’s internal control and the prohibition of acceptance of an engagement to review such subject matter
• Engagements to examine the design and operating effectiveness of an entity’s internal control
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• Engagements to examine the design and operating effectiveness of a portion of an entity’s internal control (for example, internal control over financial reporting of an
entity’s operating division or its accounts receivable)
• Engagements to examine only the suitability of design of
an entity’s internal control (no assertion is made about the
operating effectiveness of internal control)
• Engagements to examine the design and operating effectiveness of an entity’s internal control based on criteria established by a regulatory agency
Readers should be alert for the issuance of a final standard in the
fourth quarter of 2005.
Amendment to SAS No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles,
for Nongovernmental Entities
The ASB has issued an exposure draft introducing a proposed
SAS entitled Amendment to Statement on Auditing Standards No.
69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities.
This proposed SAS, which applies only to nongovernmental entities, has been issued in response to the FASB’s proposed Statement of Financial Accounting Standards entitled The Hierarchy of
Generally Accepted Accounting Principles. The FASB proposal
moves responsibility for the generally accepted accounting principles (GAAP) hierarchy for nongovernmental entities from the auditing literature (SAS No. 69) to the accounting literature. The
proposed SAS deletes the GAAP hierarchy for nongovernmental
entities from SAS No. 69. The ASB decided to coordinate the
provisions and effective date of this exposure draft with the FASB
proposed statement, which can be obtained at www.fasb.org.
Auditing Pipeline—Public

As pending projects have been submitted by the PCAOB to the
SEC for approval, information is listed under the section of this
Alert titled “Recent Auditing and Attestation Pronouncements.”
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Accounting Pipeline—Proposed FASB Statement, The Hierarchy of
Generally Accepted Accounting Principles

This proposed Statement would identify the sources of accounting principles and the framework for selecting the principles to be
used in the preparation of financial statements of nongovernmental companies that are presented in conformity with U.S. GAAP
(or the GAAP hierarchy). The GAAP hierarchy is currently presented in AICPA SAS No. 69. However, the FASB believes that
the GAAP hierarchy should be directed specifically to companies
because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP hierarchy should
reside in the accounting literature established by the FASB. The
FASB decided to carry forward the GAAP hierarchy as set forth
in SAS No. 69, subject to certain modifications. The proposed
Statement would be effective for fiscal periods beginning after
September 15, 2005. Readers should be alert for the issuance of a
final Statement, which is expected in the fourth quarter of 2005.
Accounting Pipeline—Proposed FASB Statements,
Accounting for Transfers of Financial Assets, Accounting
for Servicing of Financial Assets, and Accounting for Certain
Hybrid Financial Instruments

The exposure draft Accounting for Transfers of Financial Assets is a
revision of a June 2003 exposure draft, Qualifying Special-Purpose
Entities and Isolation of Transferred Assets, and would amend FASB
Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement, discussed in the “Accounting Pronouncement Potpourri” section of this Alert, seeks to (1) clearly specify the circumstances that require the use of a qualifying special-purpose
entity (SPE) in order to derecognize all or a portion of financial
assets, (2) provide additional guidance on permitted activities of
qualifying SPEs, (3) eliminate the prohibition on a qualifying
SPE’s ability to hold passive derivative financial instruments that
pertain to beneficial interests held by a transferor, and (4) revise
the initial measurement of interests related to transferred finan103
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cial assets held by a transferor. The effective dates associated with
this proposed Statement vary; refer to the exposure draft for further information.
The exposure draft Accounting for Servicing of Financial Assets
discussed in the “Accounting Pronouncement Potpourri” section of this Alert, would also amend FASB Statement No. 140.
The proposed Statement would (1) require all separately recognized servicing rights to be initially measured at fair value, if
practicable, (2) permit an entity to choose between two measurement methods for each class of separately recognized servicing assets and liabilities, and (3) require additional disclosures
for all separately recognized servicing rights. The proposed
Statement would be effective for transactions occurring in the
earlier of the first fiscal year beginning after December 15,
2005, or fiscal years that begin during the fiscal quarter in which
the Statement is issued.
The proposed Statement, Accounting for Certain Hybrid Financial Instruments, would amend FASB Statements No. 140 and
No. 133, Accounting for Derivative Instruments and Hedging Activities. Specifically, the proposed Statement would (1) permit
fair value remeasurement for any hybrid financial instrument
that contains an embedded derivative that otherwise would require bifurcation, (2) clarify which interest-only strips and
principal-only strips are not subject to the requirements of
FASB Statement No. 133, (3) establish a requirement to evaluate beneficial interests in securitized financial assets to identify
interests that are freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative requiring bifurcation, (4) clarify that concentrations of credit risk
in the form of subordination are not embedded derivatives, and
(5) eliminate restrictions on a qualifying SPE’s ability to hold
passive derivative financial instruments that pertain to beneficial interests that are themselves or that contain a derivative financial instrument. The proposed Statement would be effective
after the earlier of fiscal years beginning after December 15,
2005, or fiscal years that begin during the fiscal quarter in
which the Statement is issued.
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Readers should be alert for the issuance of final Statements,
which is expected in the first quarter of 2006. See the FASB Web
site at www.fasb.org for complete information.
Accounting Pipeline—Proposed FASB Statements, Business
Combinations and Consolidated Financial Statements, Including
Accounting and Reporting of Noncontrolling Interests in Subsidiaries

In these proposed Statements, the FASB plans to revise the existing guidance on the application of the purchase method. The following are among the main proposals:
1. That all acquisitions of businesses be measured at the fair
value of the business acquired.
2. That substantially all the assets acquired and liabilities assumed of the acquired business be recognized and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international
standards apply substantially the same accounting requirements for their business combinations.
Exposure drafts on business combinations—purchase method procedures and noncontrolling interests—were issued on June 30,
2005. The FASB’s goal is to issue the two final Standards in the
third quarter of 2006. The target effective date for the two proposed Statements is for fiscal years beginning on or after December
15, 2006. For additional information on combinations of mutual
enterprises, see the “Credit Union Spotlight” section of this Alert.
Accounting Pipeline—Proposed FASB Statement
Fair Value Measurements

In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measurements, which seeks to establish a framework for measuring fair value that would apply
broadly to financial and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the measurements. The fair value framework would clarify the fair value
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measurement objective and its application under authoritative
pronouncements that require fair value measurements. The exposure draft would replace any current guidance for measuring fair
value in those pronouncements and would expand current disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the first quarter of 2006. Refer to the
FASB Web site at www.fasb.org for complete information. Additional information is discussed under the section “In Depth—
Derivative Loan Commitments.”
Accounting Pipeline—Proposed FASB Interpretation Accounting
for Uncertain Tax Positions

In July 2005, the FASB published an exposure draft of a proposed Interpretation, Accounting for Uncertain Tax Positions,
which seeks to reduce the significant diversity in practice associated with recognition and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income
Taxes. Specifically, the exposure draft requires that a tax position
meet a “probable recognition threshold” for the benefit of the uncertain tax position to be recognized in the financial statements.
This threshold is to be met assuming that the tax authorities will
examine the uncertain tax position. The exposure draft also contains guidance with respect to the measurement of the benefit
that is recognized for an uncertain tax position, when that benefit
should be derecognized, and other matters. The effective date of
the proposed Interpretation would be as of the end of the first fiscal year ending after December 15, 2005. A final Interpretation is
expected to be released in the fourth quarter of 2005.
Accounting Pipeline—Proposed FASB EITFs and FSPs Related to,
but Not Limited to, FASB Statements No. 13, No. 123(R), and No.
140, and FIN No. 45

Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Readers
should visit the FASB Web site at www.fasb.org/eitf/agenda.shtml
for complete information.
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Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress addressing issues related to FASB Statements No. 13, No. 123(R),
and No. 140, and FASB Interpretation No. 45. Readers should
visit the FASB Web site at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for complete information.

Resource Central
Presented below are various resources that practitioners engaged in the lending and depository institutions industry may
find beneficial.
On the Bookshelf

The following publications deliver valuable guidance and practical assistance as potent tools to be used on your engagements:
• Audit and Accounting Guide Depository and Lending Institutions: Banks and Savings Institutions, Credit Unions, Finance
Companies, and Mortgage Companies (product no. 012735kk)
• Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product no. 012523kk)
• Audit Guide Auditing Revenue in Certain Industries (product no. 012515kk)
• Audit Guide Audit Sampling (product no. 012530kk)
• Audit Guide Analytical Procedures (product no. 012555kk)
• Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (product no. 012775kk)
• AICPA Audit and Accounting Practice Aid Illustrative Disclosures on Derivate Loan Commitments (product no. 006642kk)
• Checklists and Illustrative Financial Statements Depository
and Lending Institutions (product no. 008914kk)
• AICPA Audit and Accounting Practice Aid Auditing Estimates
and Other Soft Accounting Information (product no. 010010kk)
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• AICPA Audit and Accounting Practice Aid Fraud Detection
in a GAAS Audit: Revised Edition (product no. 006615kk)
• Accounting Trends & Techniques—2005 (product no. 009897kk)
• Auditor’s Toolkit for Auditing Fair Value Measurements and
Disclosures Under FASB Statements No. 141, 142, and 144
• Audit and Accounting Manual (product no. 005135) (The
manual is a valuable nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engagements. It contains numerous practice aids,
samples, and illustrations, including audit programs, auditor’s reports, checklists, and engagement letters; management representation letters; and confirmation letters.)
AICPA reSOURCE Online
Get access—anytime, anywhere—to the AICPA’s latest Professional Standards, Technical Practice Aids, Audit and Accounting
Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To
subscribe to this essential service, go to www.cpa2biz.com.
CD-ROM
The AICPA is currently offering a CD-ROM product entitled
resource: AICPA’s Accounting and Auditing Literature. This CDROM enables subscription access to the following AICPA Professional Literature products in a Windows format: Professional
Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you
need and includes hypertext links to references within and between all products.
Continuing Professional Education

The AICPA has developed a number of continuing professional
education (CPE) courses that are valuable to CPAs working in
the financial institution industry. Those courses include:
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• AICPA’s Annual Accounting and Auditing Workshop (product no. 736181kk [text] and 187189 [DVD] or 187089
[video] ). Whether you are in industry or public practice,
this course keeps you current and informed, and shows
you how to apply the most recent standards.
• Audits of Banks and Other Financial Institutions (product no.
732441kk). This course presents a thorough yet practical approach on performing auditing procedures on the accounts
of commercial banks, savings institutions, and credit unions.
It familiarizes the participant with the key balance sheet and
income statement accounts for financial institutions.
• Information Security: Critical Guidance for CPAs in Public
Practice and Industry (product no. 732450kk). This course
informs participants about security for systems developed
with new technology and what part the assessment of risk
plays in developing controls to secure these systems.
• SEC Reporting (product no. 736772kk [text] and 186753
[DVD] and 186752 [video]). This course will help the
practicing CPA and corporate financial officer learn to
apply SEC reporting requirements. It clarifies the more
important and difficult disclosure requirements.
Online CPE
AICPA InfoBytes (product no. BYTXXkk), offered exclusively
through CPA2Biz.com, is AICPA’s flagship online learning product. AICPA InfoBytes offers a free trial subscription to the entire
product for up to 30 days. AICPA members pay $127 ($314
nonmembers) for a new subscription and $119 ($319 nonmembers) for the annual renewal. Divided into one- and two-credit
courses that are available 24/7, AICPA InfoBytes offers hundreds
of hours of learning in a wide variety of topics. To register or learn
more, visit www.cpa2biz.com/infobytes.
AICPA Online and CPA2Biz

AICPA Online offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA Online
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informs you of developments in the accounting and auditing
world as well as developments in congressional and political affairs affecting CPAs. In addition, CPA2Biz.com offers all the latest AICPA products, including the Audit Risk Alerts, Audit and
Accounting Guides, the professional standards, and CPE courses.
To learn more, visit www.aicpa.org.
Service Center Operations

To order AICPA products, receive information about AICPA activities, and find help on your membership questions, call AICPA Service Center Operations at (888) 777-7077. The best times to call are
8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30 p.m., Eastern Standard Time. You can also order AICPA products from the Service
Center by facsimile at (800) 362-5066 or visit www.cpa2biz.com to
obtain product information and place online orders.
Hotlines

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Fax Hotline
The AICPA has a 24-hour fax system that enables interested persons to obtain information that includes, for example, current
AICPA comment letters, conference brochures and registration
forms, CPE information, AcSEC actions, and legislative news. To
access the hotline, dial (201) 938-3787 from a fax machine and
follow the voice cues.
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Webcasts

When planning your engagements, you can join the many practitioners who have participated in AICPA Webcasts. Webcasts are
an exceptional way to stay current on today’s professional issues.
Led by recognized experts, Webcasts provide complete briefings
on a variety of pertinent practice topics. During a two-hour live
Webcast, participants have the opportunity to e-mail and ask
questions of expert panelists.
Additionally, past archived Webcasts for many industries are available
in CD format and can be accessed at www.cpa2biz.com/webcasts.
CPE credit is earned for both live and CD version participation.
Additional Information Sources

Further information on matters addressed in this Audit Risk Alert
is available through various publications and services offered by a
number of organizations. Some of those organizations are listed in
the “Information Sources” table at the end of this Alert.
This Audit Risk Alert replaces the Banks, Credit Unions, and
Other Lenders and Depository Institution Industry Developments—2004/05 Audit Risk Alert. The Alert is published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year’s Alert, please feel free to share
those with us. Any other comments that you have about the
Alert would also be appreciated. You may e-mail these comments to jgould@aicpa.org, or write to:
Julie Gould, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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This Alert is intended to be used in conjunction with the AICPA
General Audit Risk Alert—2005/06. We also suggest that you review the annual AICPA Audit Risk Alerts Securities Industry Developments—2005/06, Insurance Industry Developments—2005/06,
Investment Companies Industry Developments—2005/06, and the
SEC and PCAOB Alert—2005/06 if you have clients or business
lines that encompass related activities.
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DEPOSITORY AND LENDING INSTITUTIONS
SPECIALIZED INDUSTRY BRIEFING
Get CPE directly related to this Audit Risk Alert. Now you can watch the movie
and read the book!
What:

You can select from two options—a live Webcast or a CD-ROM!
Live interactive Webcast—
Scheduled to be broadcast each
year around the time of the
release of the risk alert (usually in
October or November) with
presentations by the profession’s
leading experts in this area. This
live, interactive program qualifies
for two CPE credits. Go to
www.cpa2biz.com/webcasts to
access the latest webcast or call
(888) 777-7077 to speak to an
AICPA Customer Service
Representative . . . or

CD-ROM Self-Study—As a supplement or if
you missed or can’t make the live event, buy
the archive and related self-study course. The
archive includes a CD-ROM with the full
two-hour Webcast video & PowerPoint slides
plus a self-study course that qualifies for CPE
credit. (The AICPA product number for the
2004 program is 780020HSkk.)
To purchase a copy, go to
www.cpa2biz.com/webcasts or call
(888) 777-7077 to speak to an AICPA
customer service representative.

When:

The October 19, 2005, Webcast The CD-ROM self-study program
is available at the link, above. The will be available approximately
2006 live Webcast is tentatively December 15, 2005.
scheduled for October 2006.
Look for details about next year’s
program!

Price:

$79 for the live interactive
Webcast

Who Is
On The
Program?

This program, moderated by John F. Hudson, CPA, features three nationally
known experts in the area of depository and lending institutions.
John Compton, CPA, is partner at Cherry, Bekaert & Holland where he serves as
Director of Quality and Compliance. In addition, he is the Chair of the National
Banking School at the University of Virginia and is a member of the SEC Practice Section Peer Review Committee of the AICPA. In the past he has served the
AICPA in several capacities including, but not limited to, Chair of the Accounting and Review Services Committee and committee member for the Auditing
Standards Board, the AcSEC and the Banking Committee
Sydney Garmong, CPA, is the Financial Institution Group's Technical Communications Executive at Crowe, Chizek and Company. Her primary responsibility
is to address accounting and regulatory issues affecting financial institutions. Before joining Crowe Chizek, she was at the AICPA, where she was responsible for
addressing financial institution and financial instrument accounting, auditing,
and regulatory matters.
Carol Larson, CPA, is a partner at Deloitte & Touche LLP and has over 25 years
of experience serving the financial services industry. In addition to her audit partner responsibilities on certain banks in the practice, she is the Firm's Deputy
Managing Partner for Financial Services and National Audit Partner for Banking
and Finance. She is the Chair of the AICPA's Depository Institutions Expert
Panel, the Chair of AcSEC's Allowance for Credit Losses Task Force and was a
member of AcSEC's Purchased Loans Task Force.

$79 for the self-study course which
includes a CD-ROM with the full 2-hour
Webcast. Qualifies for CPE credit.
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451 7th Street SW
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Public Information Center
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Room 100
Washington, D.C.
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(877) 275-3342
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Department of Housing
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Development
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Insurance Corporation
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(+41-61) 280 91 00
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Service Center Operations 24 Hour Fax Hotline
(201) 938-3787
Harborside Financial
Center
201 Plaza Three
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(888) 777-7077
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www.frb.gov

U.S. Department of Commerce STAT-USA/FAX
Some information is
available to guest users.
Other information requires a subscription fee.
(202) 482-0005

Publications Services
20th and C Streets, NW
Washington, DC
20551-0001
(202) 452-3245

Order Department
P.O. Box 5116
Norwalk, CT
06856-5116
(203) 847-0700, ext. 10

Federal Reserve System

Financial Accounting
Standards Board
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Newsline
(800) 755-1030
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(Washington, DC area)
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NCUA Bulletin Board
All information is
available to guest users
(703) 518-6480
NCUA World Wide Web
home page
www.ncua.gov

www.mbaa.org

www.ustreas.gov/fincen

Internet

10/24/2005

Fax (202) 862-8430

MBA Fax on Demand
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only to MBA members.
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General Information
Publications Unit
100 F Street, NE
Washington, DC 20549
(202) 942-4046
SEC Public Reference
Room
(202) 551-6551
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and Exchange
Commission

Information Line
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